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RISKS  THAT  HEDGE  FUNDS  POSE  TO  THE 

BANKING  SYSTEM 


WEDNESDAY,  APRIL  13,  1994 

House  of  Representatives, 
Committee  on  Banking,  Finance  and  Urban  Affairs, 

Washington,  DC. 

The  committee  met,  pursuant  to  notice,  at  10  a.m.,  in  room  2128, 
Rayburn  House  Office  Building,  Hon.  Henry  B.  Gonzalez  [chairman 
of  the  committee]  presiding. 

Present:  Chairman  Gonzalez,  Representatives  Neal,  Vento,  Schu- 
mer,  Kennedy,  Waters,  LaRocco,  Klein,  Gutierrez,  Rush,  Barrett, 
Watt,  Dooley,  Leach,  Roth,  McCandless,  Lazio,  Huffington,  and 
Sanders. 

Also  present:  Representative  Lantos. 

The  Chairman.  The  committee  will  please  come  to  order. 

I  believe  all  told  we  will  have  enough  seats  here,  though  Mr. 
Meek,  the  staff  director,  has  advised  me  that,  once  again,  we  have 
set  up  what  we  call  this  spillover  room.  It  is  2222  where  these  pro- 
ceedings are  being  piped  in,  and  those  that  can't  find  accommoda- 
tions here  can  follow  the  proceedings  in  2222. 

I  have  always  deplored  the  fact  that  this  hearing  room,  which  is 
really  the  people's  hearing  room,  when  we  had  the  very  much  at- 
tended hearings  in  1989  with  respect  to  the  legislating  challenge 
we  had  on  the  Home  Loan  Bank  Board  and  the  related  issues,  it 
reached  a  point  where  we  had  what  I  thought  was  an  unacceptable 
practice,  and  we  found — also,  there  were  a  lot  of  other  issues  like 
the  goodwill,  which  involved  a  lot  of  money.  And  when  you  have 
money  involved — and  we  found  that  arrangements  had  been  made 
by  some  of  the  interests  that  have  their  representatives  here  in  DC 
day  in  and  day  out  and  would  have  stand-ins  as  early  as  5:30  in 
the  morning  standing  out  here  waiting  to  come  in  and  save  a  seat. 
And  they  left  a  lot  of  folks  that  were  coming  in  from  outside  of  DC, 
just  citizens  and  business  people  that  were  interested,  out,  and  I 
deplored  the  fact  then. 

And,  unfortunately,  our  hearing  room,  as  spacious  as  it  is  com- 
pared to  what  we  used  to  have  before  they  built  this  building 
known  as  the  Rayburn  Building,  it  still  on  occasions  is  inadequate. 
I  am  going  to  urge  that  if  there  is  any  possibility  that  those  that 
would  be  here  anyway  in  DC  if  the  need  arises  we  could  offer  some 
seating  to  the  citizens  that  are  coming  in. 

The  reason  we  called  this  hearing — incidentally,  this  is  the  sec- 
ond hearing.  The  first  one,  there  wasn't  much  attention  on  this 
subject  matter,  it  was  last  October,  but  we  had  then  some  of  the 

(l) 


witnesses  that  have  continued  to  cooperate  with  the  committee 
magnificently,  so  this  is  the  second  hearing. 

But  the  reason  for  them  is  the  scrutiny  of  these  funds  that  are 
variously  labeled  hedge  funds  and  so  fortn  and  their  impact  or  how 
they  affect  the  safety  and  soundness  of  our  banking  and  financial 
system.  That  is  all.  We  are  not  interested  in  anything  else.  How 
cfo  they  affect  the  health  and  well-being  of  the  stability  of  the 
system? 

This  hearing  originated  because  of  the  committee's  ongoing  re- 
view of  the  use  of  derivative  products  in  our  financial  markets. 
Hedge  funds  are  one  of  the  largest — so-called  hedge  funds  are  one 
of  the  largest  purchasers  of  derivative  products  from  banks.  That 
status  alone  makes  them  worth  the  scrutiny,  but  hedge  funds  de- 
serve extra  scrutiny  because  they  often  leverage  their  capital  with 
loans  from  banks,  creating  the  possibility  of  large  defaults  when  a 
hedge  fund  fails. 

Hedge  funds  can  also  amass  enough  financial  clout  to  move  mar- 
kets, as  was  the  case  in  the  breakdown  of  the  European  monetary 
system  and  in  their  influence  on  the  Treasury  securities  market. 
This  power  to  move  markets  has  led  regulators  around  the  globe 
to  worry  about  the  risks  hedge  funds  pose  to  market  stability. 

In  a  1992  report  on  the  government  securities  market,  the  regu- 
lators stated,  and  I  quote:  "The  sheer  size  of  the  positions  taken 
by  hedge  funds  in  the  government  securities  market  raises  con- 
cerns about  systemic  risks  that  these  funds  may  introduce  into  the 
financial  markets."  I  am  pleased  to  learn  that  the  regulatory  agen- 
cies have  begun  to  address  the  risk  hedge  funds  pose  to  the  stabil- 
ity of  the  financial  system  and  that  all  the  regulators  consider  their 
authority  to  hedge  funds  information  adequate. 

I  am  still  concerned  about  bank  participation  in  speculation 
through  their  own  hedge  fund-like  operations,  called  bank  trading 
accounts.  Statistics  show  that  bank  trading  accounts,  which  are 
like  a  hedge  fund,  are  growing  at  an  uncontrolled,  rapid  pace.  At 
the  top  10  Dank  holding  companies,  trading  account  assets  have  in- 
creased about  400  percent  in  the  past  4  years  and  now  top  $140 
billion.  One  bank,  Bankers  Trust,  has  a  $40  billion  trading  account 
which  is  less  than  50  percent  of  its  total  assets. 

In  total,  bank  trading  accounts  dwarf  the  resources  of  hedge 
funds.  The  bank  regulators  have  allowed  federally  insured  bank 
trading  accounts  to  grow  unchecked  despite  the  fact  that  these  ac- 
counts are  used  for  speculation. 

Like  hedge  funds,  the  only  way  to  understand  the  threat  is  to 
learn  more  about  bank  trading  accounts,  which  I  have  directed  the 
staff  to  begin  studying  and  up  to  now  have  done  with  very  limited 
staff  a  tremendous  job,  and  they  have  done  this  immediately.  We 
must  debunk  the  myth  and  develop  a  supervisory  strategy  to  con- 
trol the  risks.  I  hope  we  can  begin  that  process  at  this  hearing. 

I  want  to  thank  the  regulators  and  our  witnesses  and  Mr.  Soros 
who  has  accepted  the  invitation  for  appearing  here  today  to  help 
the  committee  better  understand  the  risk  hedge  funds  pose  to  the 
banking  system.  And  with  that  lyield  to  Mr.  Leach. 

Mr.  Leach.  Thank  you,  Mr.  Qiairman.  I  have  a  lengthy  state- 
ment I  would  like  to  ask  unanimous  consent  to  put  in  the  record. 

The  Chairman.  Certainly,  without  exception  it  is  so  ordered. 


Mr.  Leach.  Let  me  make  just  a  couple  of  very  brief  points. 

One  is  that,  while  this  subject  is  hedge  funds,  the  chairman  is 
certainly  correct  that  the  banks  have  larger  funds,  whether  or  not 
they  are  called  hedge  funds  or  not,  dealing  with  some  similar 
products. 

Second,  one  of  the  extraordinary  changes  in  the  landscape  of  fi- 
nance has  been  the  development  of  new  instruments  that  are  de- 
signed to  limit  risk.  On  the  other  hand,  ironically,  systemically 
they  may  in  some  cases  increase  certain  market  volatility.  So  it  is 
important  from  the  public's  perspective  to  examine  this  phenome- 
non. 

Whether  or  not  these  instruments  had  a  great  effect  in  the  recent 
downturn  of  the  market  is  certainly  open  to  conjecture.  My  own 
sense  is  a  greater  role  has  been  played  by  a  shift  in  Fed  policy.  On 
the  other  hand,  the  volatility  might  well  have  been  increased  by 
some  of  these  funds.  I  would  also  stress  that  the  Congress  is  in- 
creasingly looking  at  these  issues. 

The  chairman  has  a  very  significant  bill  that  he  referred  to.  I 
have  a  bill  as  well.  I  might  stress  there  are  a  couple  differences  of 
approach  but  a  great  deal  of  similarity. 

One  of  the  differences  in  approach  is  that  I  call  for  the  Fed  to 
play  the  lead  role  in  the  government  in  terms  of  both  international 
negotiations  and  domestic  consideration  of  these  issues.  The  chair- 
man puts  a  little  more  authority  in  the  Treasury.  Those  aren't 
huge  differences,  but  they  are  significant. 

Although  the  chairman  wisely  doesn't  legislate  this  and  only 
calls  for  a  study,  I  am  frankly  skeptical  over  his  approach  to  seek 

greater  supervision  through  taxation.  My  own  sense  is  that  we 
ave  to  pay  attention  to  the  old-fashioned  values  of  greater  capital 
suitability,  accounting  standards,  for  example  greater  reliance  as 
the  SEC  stresses  mark-to-market  accounting,  and  disclosure.  How- 
ever, I  am  not  sure  that  we  won't  be  hurting  the  economic  engine 
in  this  country  from  a  very  real  competitive  sense  if  we  approach 
this  from  a  taxation  perspective. 

In  any  regard,  again  my  own  strong  view  is  that  Congress  does 
have  a  responsibility  to  move  in  this  direction,  but  we  are  dealing 
with  the  extraordinary  circumstance  where  these  issues  are  so  so- 
phisticated it  is  not  clear  that  a  body  of  generalists  is  able  to  do 
anything  too  definitive.  So  my  sense  is  that  we  ought  to  empower 
professionals  in  the  regulatory  arena  in  a  very  broad  way;  make 
sure  that  we  have  standards  that  apply  across  America's  markets; 
and  make  sure  that  we  develop  standards  that  can  have  some 
international  attention  as  well. 

It  is  certainly  pleasing  to  be  working  with  the  chairman.  In  this 
particular  arena  it  is  very  important.  Tnank  you. 

The  Chairman.  Thank  you  very  much,  Mr.  Leach. 

[The  prepared  statement  of  Mr.  James  A.  Leach  can  be  found  in 
the  appendix.] 

The  Chairman.  I  am  going  to  ask  unanimous  consent  that  all 
members  be  given  a  chance  to  provide,  in  writing,  introductory  re- 
marks. Otherwise  we  are  going  to  be  delayed  here. 

And  ordinarily  I  allow  the  ranking  majority  Member,  who  is  also 
chairman  of  the  Subcommittee  on  Financial  Institutions,  but  at 
this  time  I  am  going  to  ask  my  comrades  and  colleagues  to  please 


yield  to  this  unanimous  consent  request  and  offer  your  remarks  in 
writing  which  will  be  placed  by  the  reporter  following  our  introduc- 
tory remarks. 

[The  prepared  statement  of  Mr.  Floyd  H.  Flake  can  be  found  in 
the  appendix.] 

With  that,  we  will  recognize  our  witnesses.  We  have  a  very  sub- 
stantial panel.  We  have  been  very  fortunate.  We  are  profoundly 
grateful  to  them  for  answering  our  invitation,  and  it  will  consist  of 
two  panels.  The  first  will  consist  of  the  four  that  you  see  seated, 
and  then  the  second  panel  will  be  Mr.  Soros. 

Now,  I  think  we  are  trying  to  follow  protocol  here.  We  don't  want 
to  downgrade  anybody.  But  let  me  ask  if  any  of  you  has  any  kir^ 
of  time  constraint  or  problem,  appointment  or  something  that  y< 
have  to  get  away  as  soon  as  possible.  If  not,  then  let  me  introdu 
you  this  way: 

First,  the  Honorable  Eugene  A.  Ludwig,  the  Comptroller  of  tl 
Office  of  the  Comptroller  of  the  Currency.  Then  the  Honorable 
John  P.  LaWare,  Member,  Board  of  Governors  of  the  Federal  Re- 
serve System;  the  Honorable  Arthur  Levitt,  Jr.,  Chairman  of  the 
Securities  and  Exchange  Commission;  and  the  Honorable  Barbara 
Holum,  Acting  Chairperson  of  the  Commodity  Futures  Trading 
Commission. 

The  Chairman.  Let  me  also  say  that  your  statements  as  given 
to  us — and  I  might  say  that  I  saw  Mr.  Soros'  statement  early  this 
morning — but  others  we  have  had  in  timely  fashion  to  review  and 
study  in  preparation  for  this  hearing,  and  every  one  of  the  state- 
ments will  be  in  the  record  exactly  as  you  gave  it  to  us.  So  I  would 
suggest  to  the  witnesses  if  you  could  offer  as  succinct  a  summation 
as  you  can.  However,  I  am  not  going  to  restrict  you. 

So  without  any  further  ado,  we  recognize  the  Comptroller. 

STATEMENT  OF  HON.  EUGENE  A-  LUDWIG,  COMPTROLLER, 
OFFICE  OF  THE  COMPTROLLER  OF  THE  CURRENCY 

Mr.  Ludwig.  Thank  you,  Mr.  Chairman  and  members  of  the  com- 
mittee, for  this  opportunity  to  appear  here  today  to  discuss  the 
safety  and  soundness  issues  associated  with  bank  involvement  with 
hedge  funds.  We  commend  you,  Mr.  Chairman,  for  your  leadership 
in  this  area  of  growing  concern. 

The  Office  of  the  Comptroller  has  devoted  increasing  efforts  to 
ensuring  that  national  banks  adequately  monitor  and  control  the 
risks  associated  with  their  exposure  to  hedge  funds,  market  move- 
ments, and  similar  kinds  of  market-related  risks.  I  have  a  detailed 
written  statement  that  I  would  like  to  submit  for  the  record  that 
answers  many  of  the  questions  you  have  posed,  Mr.  Chairman.  In 
the  interest  of  time,  I  submit  my  written  statement  for  the  record 
and  would  like  to  reserve  the  remainder  of  my  time  to  emphasize 
three  important  points. 

First,  hedge  funds  do  not  pose  a  significant  risk  to  the  national 
banking  system  at  the  present  time.  National  bank  exposure  to 
hedge  funds  is  modest.  Only  eight  national  banks  have  credit  expo- 
sure to  hedge  funds.  And,  as  of  March  31,  the  aggregate  credit  ex- 
posure of  the  eight  national  banking  companies  was  $1.04  billion. 
That  represents  an  average  exposure  of  about  0.2  percent  of  assets 
for  each  bank.  Looked  at  another  way,  that  $1.04  billion  represents 


about  0.05  percent  of  the  assets  in  the  national  banking  system. 
Further,  at  these  eight  national  banks,  most  credit  exposure  to 
hedge  funds  was  collateralized,  and  the  collateral  consisted  largely 
of  cash  and  government  securities.  In  addition,  no  national  bank 
acts  as  an  investment  advisor  to  a  hedge  fund. 

Second,  Mr.  Chairman,  we  have  a  full-time  examination  staff  on- 
site  at  those  eight  national  banks  with  hedge  fund  exposures. 
These  examiners  track  the  banks'  level  of  risk,  including  credit  risk 
exposure  from  lending  to  and  trading  with  hedge  funds.  Moreover, 
these  examiners  review  market-related  activities  at  least  weekly  in 
what  is,  in  effect,  an  on-going  examination  of  these  institutions. 
Our  examiners  report  that  the  eight  national  banks  are  adequately 
controlling  risks  associated  with  hedge  funds  at  this  time.  Even  so, 
largely  as  a  result  of  recent  market  developments  that  have  been 
unfavorable  to  the  financial  position  of  many  hedge  funds,  we  have 
in  recent  months  increased  the  attention  we  are  paying  to  bank 
hedge  fund  activity.  In  February  of  this  year,  OCC  examiners 
began  to  collect  additional  information  regarding  bank  credit  expo- 
sure to  hedge  funds.  We  will  continue  to  follow  those  activities 
closely,  and,  as  circumstances  warrant,  we  will  take  appropriate 
supervisory  actions. 

Third,  over  the  last  year  the  Office  of  the  Comptroller  has  made 
national  bank  trading  activities  a  focus  of  supervisory  interest  and 
concern.  One  of  the  first  actions  I  took  upon  becoming  Comptroller 
was  to  recruit  as  one  of  my  two  senior  advisors  a  person  from  the 
private  sector  who  had  considerable  experience  and  the  respect  of 
his  colleagues  in  the  area — Doug  Harris — to  spearhead  our  super- 
vision of  bank  trading  activities.  Under  Mr.  Harris'  lead,  the  Office 
of  the  Comptroller  developed  and,  last  October,  issued  a  banking 
circular  on  managing  risk  in  bank  trading  activities,  known  as  BC 
277.  Our  circular  requires  banks  to  properly  measure  and  monitor 
all  individual  and  aggregate  risks  associated  with  trading  oper- 
ations and  to  follow  appropriate  risk  limits. 

In  addition,  our  examiners  are  now  field  testing  detailed  proce- 
dures for  examining  a  bank's  derivatives  activities  under  BC  277, 
and  we  expect  to  issue  this  new  guidance  within  the  next  several 
months. 

Mr.  Chairman,  in  conclusion,  I  would  just  note  that  your  con- 
cerns regarding  hedge  funds  and  related  issues  deserve  serious  at- 
tention. Individually  and  in  cooperation  with  the  other  bank  regu- 
lators, we  will  continue  to  address  such  concerns  actively  and 
aggressively. 

Thank  you  very  much,  Mr.  Chairman.  I  will  be  pleased  to  answer 
your  questions  and  those  of  the  other  members  of  this  committee. 

[The  prepared  statement  of  Mr.  Ludwig  can  be  found  in  the 
appendix.] 

The  Chairman.  Thank  you  very  much,  Mr.  Comptroller. 

Governor. 

STATEMENT  OF  HON.  JOHN  P.  LaWARE,  MEMBER,  BOARD  OF 
GOVERNORS  OF  THE  FEDERAL  RESERVE  SYSTEM 

Mr.  LaWare.  Mr.  Chairman  and  members  of  the  committee,  I 
appreciate  the  opportunity  to  appear  before  you  and  present  the 
views  of  the  Federal  Reserve  Board  on  a  number  of  topics  related 


to  hedge  funds.  These  fall  into  three  main  categories  which  cor- 
respond to  the  major  points  raised  in  your  letter  of  invitation. 

First,  what  do  we  know  about  hedge  funds  and  their  activities? 
Second,  what  are  the  risks  to  banks  that  have  exposures  to  these 
funds?  And,  third,  do  the  particular  activities  of  hedge  funds  pose 
special  risks  for  the  markets  in  which  they  operate  and  the  finan- 
cial system  more  broadly? 

Mr.  Chairman,  as  you  requested,  I  will  be  brief  in  my  oral  re- 
marks. My  written  testimony,  which  I  ask  you  to  include  in  the  full 
record,  discusses  the  specific  questions  you  raised  more  fully. 

The  Federal  Reserve  does  not  regulate  hedge  funds  and  does  not 
have  comprehensive  information  on  their  size  or  activities.  More- 
over, there  is  no  universally  accepted  formal  definition  of  a  hedge 
fund.  It  is  important  to  recognize,  however,  that  hedge  funds  are 
not  fundamentally  different  from  many  other  institutions.  There 
are  apparently  at  least  hundreds  of  hedge  funds  and,  by  some  defi- 
nitions, perhaps  thousands.  The  vast  majority  of  hedge  funds,  how- 
ever, are  quite  small  and  constitute  only  one  of  a  number  of  cat- 
egories of  institutional  investors  who  participate  in  financial 
markets. 

Even  the  largest  hedge  funds  are  small  relative  to  the  broader 
markets.  For  example,  turnover  in  the  global  foreign  exchange 
market  is  estimated  at  more  than  $1  trillion  a  day.  As  to  the  cap- 
ital markets,  the  total  net  asset  value  of  the  regulated  mutual  fund 
industry  was  $2.1  trillion  at  the  end  of  1993.  Other  institutional  in- 
vestors have  $6.5  trillion  under  management. 

United  States  banks  provide  a  number  of  services  to  hedge  funds, 
such  as  foreign  exchange  trading  lines,  repurchase  lines  for  United 
States  and  foreign  government  bonds,  other  collateralized  credit 
lines,  swap  products,  custodial  services,  and  relatively  small 
amounts  of  unsecured  direct  credit  lines. 

Bank  relationships  with  hedge  funds  seem  to  be  concentrated  in 
traditional  bank  products,  such  as  foreign  exchange  services,  and 
a  large  portion  of  the  business  is  done  on  a  collateralized  basis. 
And,  while  the  size  of  the  bank's  business  with  hedge  funds  is 
growing,  its  relative  importance  to  banks  is  rather  small. 

For  those  hedge  funds  that  meet  its  credit  standards,  a  bank 
commonly  extends  two  types  of  facilities.  One  type  of  facility  must 
be  collateralized  at  all  times.  Generally,  the  collateral  would  cover 
any  amount  actually  owed  to  the  bank  by  the  hedge  fund  on  a 
mark-to-market  basis,  plus  an  amount  to  cover  what  is  termed  po- 
tential credit  exposure. 

For  more  established  hedge  fund  customers,  most  banks  use  a 
variation  of  this  procedure.  Funds  are  advised  that  a  certain 
amount  of  business  will  be  permitted  without  collateral.  This  is 
termed  a  loss  threshold.  Once  various  limits  are  exceeded,  these 
customers  are  expected  to  either  post  collateral  or  settle  their  out- 
standing position  with  the  bank  in  cash.  For  these  loss  threshold 
customers,  banks  can  incur  outright  unsecured  credit  exposure  up 
to  the  amount  of  the  loss  threshold. 

Even  if  all  funds  viewed  by  the  respective  bank  as  hedge  funds 
were  aggregated,  the  total  loss  threshold  amounts  would  not  exceed 
2  percent  of  equity  capital  at  any  of  the  three  major  State  member 
banking  and  organizations  recently  reviewed  by  the  Federal  Re- 


serve.  Actual  mark-to-market  exposures  to  these  customers,  less 
collateral,  were  considerably  smaller  even  than  that. 

A  risk  with  respect  to  both  types  of  hedge  fund  customers  is  that 
the  trades  a  hedge  fund  has  with  the  bank  could  move  against  the 
hedge  fund  so  that  the  fund  would  owe  additional  amounts  to  the 
bank.  At  a  certain  point  this  would  lead  to  the  bank  requesting  ad- 
ditional collateral.  If  the  collateral  calls  could  not  be  met,  the  bank 
would  have  to  close  out  the  position  and  realize  the  collateral  pos- 
sibly at  a  lower  value  than  expected,  thereby  causing  a  credit  loss 
to  the  bank. 

Even  using  conservative  measures  of  such  potential  exposure, 
bank  supervisory  personnel  who  have  looked  in  detail  at  these 
risks  have  informed  me  that  they  do  not  at  this  time  regard  hedge 
fund  exposures  at  banks  as  posing  a  significant  risk  to  safety  and 
soundness  of  the  banking  system. 

Like  any  other  growth  area  in  banks,  however,  management 
must  make  certain  that  adequate  controls  on  risk  accompany 
growth  and  that  undue  risk  concentrations  do  not  arise.  A  special 
examination  project  focusing  on  hedge  funds  undertaken  over  the 
past  few  months  has  found  some  areas  for  improvement  that  are 
being  addressed  with  banks  in  the  ongoing  examination  process. 

While  the  banks  reviewed  have  expertise  in  controlling  the  risks 
involved  in  these  relationships,  risk  management  procedures  are 
evolving  rapidly  and  expertise  is  concentrated  in  a  rather  small 
number  of  individuals.  As  the  business  grows  and  matures,  it  is  in- 
cumbent on  banks  to  expand  further  their  expertise  in  dealing  with 
hedge  funds,  strengthen  internal  controls,  and  improve  senior  man- 
agement review  capability. 

The  risk  that  hedge  funds  might  pose  to  banks  directly  is  one  of 
the  relevant  concerns  sometimes  voiced  about  hedge  funds.  The 
possibility  that  the  behavior  of  hedge  funds  adds  to  volatility  in  fi- 
nancial markets  is  another  issue. 

Recent  press  reports  have  attributed  at  least  part  of  the  recent 
increase  in  global  bond  market  volatility  to  the  activities  of  hedge 
funds.  These  reports  allege  that  margin  calls  on  hedge  funds  forced 
widespread  liquidation  of  bond  positions  and,  hence,  further  pres- 
sure on  prices.  From  our  conversations  with  market  participants, 
hedge  funds,  banks,  and  securities  firms,  however,  it  seems  clear 
that  the  rumors  of  widespread  margin  calls  by  lenders  to  hedge 
funds  were  exaggerated.  The  grain  of  truth  in  these  reports  in- 
volved margin  guidelines  internal  to  the  these  firms — to  the  hedge 
funds,  that  is.  As  the  value  of  their  bond  asset  positions  declined, 
reducing  their  capital  cushions,  several  of  the  large  hedge  funds 
sold  bonds  at  their  own  initiative  to  reduce  their  degree  of  leverage. 
Frankly,  this  seems  to  me  to  be  normal,  prudent  behavior.  Simi- 
larly, press  reports  of  hedge  fund  selling  in  the  U.S.  Treasury  mar- 
ket have  probably  also  been  exaggerated.  Of  much  greater  impor- 
tance in  recent  U.S.  bond  market  developments  was  the  selling  by 
bond  mutual  funds  or  by  other  market  participants  in  anticipation 
of  large-scale  net  redemptions  by  holders  of  bond  mutual  funds. 

However,  while  it  may  be  useful  in  the  short  run  to  look  at  who 
was  buying  and  who  was  selling,  in  the  longer  run  it  is  the  market 
fundamentals  that  will  predominate.  There  have  been  very  impor- 
tant changes  in  market  participants'  perceptions  of  economic  fun- 
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damentals,  both  in  the  United  States  and  abroad,  and  it  is  these 
changes  in  perceptions  that  have  caused  all  kinds  of  institutions 
and  individuals  to  desire  to  reduce  their  holdings. 

Whatever  the  explanation,  financial  asset  values  have  declined 
significantly.  Actual  and  potential  changes  in  asset  prices,  obvi- 
ously, are  an  element  of  risk  facing  financial  firms.  The  interplay 
of  this  risk — so-called  market  risk — and  the  counterparty  credit 
risk,  which  I  discussed  earlier,  can  lead  to  systemic  problems. 
Risks  that  may  seem  quite  reasonable  in  normal  circumstances 
may  become  more  problematic  if  the  financial  positions  of  borrow- 
ers erode  as  a  result  of  market  moves. 

It  is  for  this  reason  that  Federal  Reserve  staff,  bank  examiners, 
and  others  have  been  talking  extensively  to  banks  over  the  past 
year  or  so  about  their  risk  management  procedures.  At  the  same 
time,  the  Federal  Reserve  will  continue  to  work  with  the  other  U.S. 
agencies  and  with  foreign  central  banks  to  ensure  that  we  are  in 
a  position  to  react  promptly  to  problems  that  might  arise  which 
might  constitute  a  systemic  risk. 

Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Mr.  LaWare  can  be  found  in  the 
appendix.] 

The  Chairman.  Thank  you  very  much,  Governor. 

Chairman  Levitt. 

STATEMENT  OF  HON.  ARTHUR  LEVITT,  JR.,  CHAIRMAN, 
SECURITIES  AND  EXCHANGE  COMMISSION 

Mr.  Levitt.  Chairman  Gonzalez  and  members  of  the  committee, 
thank  you  very  much  for  scheduling  this  important  session.  I  am 
pleased  to  appear  with  my  fellow  regulators  whose  statements  indi- 
cate the  serious  approach  that  is  needed  to  address  an  issue  which 
is  so  important  in  the  minds  of  those  concerned  with  the  interests 
of  public  investors.  I  am  pleased  to  be  testifying  on  behalf  of  the 
Securities  and  Exchange  Commission  concerning  the  activities  of 
hedge  funds  and  our  financial  markets. 

I  commend  you,  Mr.  Chairman  and  members  of  the  committee, 
for  conducting  this  hearing  to  shed  more  light  on  activities  that  in- 
fluence our  markets  and  impact  American  investors. 

I  believe  we  can  all  agree  that  the  trading  activity  of  a  handful 
of  very  large,  aggressive  hedge  funds  has  become  a  matter  of  legiti- 
mate national  inquiry  and  importance.  The  perceived  ability  of 
some  institutional  investors  and  investment  managers  to  exert  dis- 
proportionate influence  on  the  Nation's  securities  markets  is  some- 
thing that  the  Commission  takes  very,  very  seriously. 

In  the  minds  of  many  Americans,  the  name  heage  fund  means 
enormous  risk  as  well  as  investment  practices  that  are  exotic  and 
bewilderingly  complex.  Visions  of  damage  to  institutions,  individ- 
uals, and  even  governments  are  a  part  of  that  perception.  We  have 
seen  such  attitudes  many  times  before  in  considering  America's  fi- 
nancial markets. 

I  don't  mean  to  suggest  that  the  leverage,  instruments,  and 
strategies  utilized  by  these  funds  do  not  entail  risk  which  can  be 
very,  very  substantial.  The  use  of  options — which  today  certainly  is 
an  accepted  device  to  enhance  income,  to  reduce  risk,  and  even  to 
add  liquidity — was  once  a  practice  that  also  evoked  doomsday  pre- 


dictions  by  those  who  feared  the  unfamiliar.  That  fear  of  the  unfa- 
miliar in  our  markets  is  also  true  of  many  of  the  new  techniques 
and  instruments  that  have  been  introduced  in  recent  years  in  re- 
sponse to  competitive  pressures  domestically  and  globalization  of 
our  markets  as  well. 

I  am  not  prepared  to  say  that  we  have  nothing  to  be  concerned 
about  and  that  our  markets  should  operate  according  to  some  sys- 
tem of  economic  Darwinism.  We  have  a  lot  of  work  to  do.  We  need 
more  analysis  and  more  dialog  with  the  participants  in  a  market 
that  has  been  characterized  by  a  kind  of  secrecy  that  worries  me. 

If  the  major  players  in  this  growing,  high-stakes  game  will  be 
forthcoming  with  the  Commission  and  with  the  committee,  assist 
us  in  evaluating  their  practices,  and  help  us  to  determine  an  appro- 
priate level  of  risk  that  their  activities  may  pose  to  institutions  and 
even  governments,  I  believe  we  will  be  in  a  better  position  to  deter- 
mine precisely  what  our  policies  should  be. 

As  you,  Chairman  Gonzalez,  have  pointed  out,  over  the  past  sev- 
eral years  hedge  funds  have  become  major  participants  in  markets 
here  and  around  the  globe,  investing  and  reinvesting  trillions  of 
dollars  in  assets.  There  is  still  little  public  information  available 
about  these  funds  and  their  trading  strategies.  In  theory,  the  activ- 
ity of  hedge  funds  adds  depth  to  our  markets,  depth  that  increases 
market  liquidity;  but,  as  a  practical  matter,  recent  news  reports 
and  market  observers  have  raised  concerns  about  the  potential  ef- 
fects that  hedge  funds'  trading  strategies  can  have  upon  our 
markets. 

The  SEC  is  concerned  about  the  risks  that  could  be  posed  to  our 
markets  by  the  activities  of  some  of  these  very  large,  very  active, 
and  very  aggressive  hedge  funds. 

The  challenge,  I  think,  for  regulators  in  addressing  this  concern 
is  to  strike  a  prudent  balance  between  encouraging  the  benefits  of 
free  and  open  markets  in  which  small  and  large  investors  alike  can 
thrive  and  managing  the  potential  risks  that  certain  investors  may 
bring  to  our  markets.  This  is  a  very  difficult  balance  to  strike,  espe- 
cially in  view  of  the  fact  that,  as  regulators,  our  access  to  informa- 
tion about  hedge  funds  and  other  large  traders  is  limited. 

There  is,  therefore,  a  compelling  need  to  learn  more.  I  have  writ- 
ten to  some  of  the  most  significant  hedge  funds  asking  that  they 
voluntarily  provide  the  Commission  with  information  about  hedge 
fund  positions  and  trading  strategies  so  that  we  can  determine 
what,  if  any,  regulatory  or  legislative  remedy  may  be  needed.  I  ea- 
gerly anticipate  the  results  of  these  inquiries. 

Increasing  attention  has  been  paid  to  a  handful  of  hedge  funds 
thought  to  be  capable  of  trading  volumes  large  enough  to  signifi- 
cantly or  disproportionately  influence  market  movements.  The  fact 
that  most  fund  managers  keep  trading  activity  information  con- 
fidential, combined  with  the  circumstance  that  these  funds  are  so 
large  and  unregulated,  perhaps  helps  to  explain  prevailing  fears 
about  the  effects  that  these  funds  might  have  on  our  markets. 

Trading  by  these  hedge  funds  raises  some  of  the  same  concerns 
that  arise  from  the  activities  of  other  large  institutional  investors 
in  our  markets,  specifically,  concerns  about  market  volatility,  sys- 
temic risk  and  counterparty  credit  risk.  The  question  being  asked 
by  individual  investors  is  whether  in  some  way  or  another  institu- 
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tions  have  an  impact  on  their  well-being  that  is  not  adequately  rec- 
ognized or  adequately  regulated. 

The  extent  to  which  many  of  the  hedge  funds  that  are  the  subject 
of  recent  news  reports  are  highly  leveraged  adds  to  the  degree  of 
risk.  Selling  pressure  could  have  the  effect  of  straining  liquidity 
and  putting  additional  downward  pressure  on  market  prices. 

The  recent  rise  in  U.S.  interest  rates  has  accentuated  losses  in 
bonds  and  related  derivative  positions.  While  at  least  some  highly 
leveraged  positions  apparently  have  involved  non-U.S.  Treasury  se- 
curities, some  hedge  funds  reportedly  have  adjusted  their  hedges 
for  these  positions  and  related  derivative  products  by  selling  more 
liquid  securities  such  as  U.S.  Treasury  bonds.  This  dynamic  hedg- 
ing, in  turn,  may  have  exacerbated  recent  price  declines  in  the  U.S. 
Treasury  market  as  well  as  declines  in  our  own  securities  market. 
This  possibility  gives  the  SEC  cause  for  concern. 

Although  we  have  concerns  about  the  level  of  this  activity  at  this 
point,  we  believe  it  would  be  premature  to  conclude  that  the  exist- 
ing regulatory  framework  is  insufficient  or  that  additional  legisla- 
tion is  necessary  at  this  time. 

First,  I  want  to  emphasize  that  we  already  have  authority  under 
the  Federal  securities  laws  to  bring  cases  against  any  participant 
in  the  securities  market,  including  a  hedge  fund,  tnat  commits 
fraud.  We  are  also  taking  steps  to  explore  the  impact  of  hedge  fund 
activity  on  our  markets. 

The  committee  has  requested  our  views  on  the  activities  of  cer- 
tain hedge  funds  in  a  variety  of  markets,  including  the  over-the- 
counter  derivatives  market.  The  Commission  continues  to  work 
actively  with  our  fellow  regulators  through  the  Working  Group  on 
Financial  Markets  to  address  common  areas  of  concern  in  connec- 
tion with  over-the-counter  derivatives  trading. 

The  Commission  also  recently  issued  a  joint  statement  with  the 
CFTC  and  the  U.K.  Securities  and  Investments  Board  which  sets 
forth  an  agenda  for  the  oversight  of  the  over-the-counter  deriva- 
tives market,  an  international  phenomenon  that  calls  for  inter- 
national regulation.  The  joint  statement  was  an  important  first 
step  in  this  process. 

The  Commission  staff  is  working  with  the  Financial  Accounting 
Standards  Board  toward  quickly  developing  accounting  recognition, 
measurement  and  disclosure  standards  for  dealers  and  end-users  of 
over-the-counter  derivatives  products  to  achieve  greater  market 
transparency  and  to  provide  adequate  information. 

We  are  taking  further  steps  toward  the  development  of  appro- 
priate capital  standards  for  derivative  products.  Last  month,  the 
Commission  issued  a  release  proposing  amendments  to  the  net  cap- 
ital rule  applicable  to  listed  equity  and  currency  options  and  relat- 
ed positions.  The  approach  proposed  in  the  release  would  allow  the 
use  of  a  sophisticated  mathematical  model  to  determine  capital 
charges  applicable  to  these  positions.  The  Commission  is  studying 
whetner  a  similar  approach  can  be  used  in  measuring  the  market 
risk  of  over-the-counter  options. 

In  addition  to  these  initiatives  targeted  at  over-the-counter  de- 
rivatives market  activity,  there  are  also  prudent  measures  that  can 
be  taken  with  respect  to  monitoring  the  trading  activities  of  large 
institutional  traders,  including  hedge  funds,  in  key  markets.  These 
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measures  would  entail  the  implementation  by  the  Commission  and 
the  Treasury  of  large  trader  and  large  position  reporting  systems. 

The  ability  to  reconstruct  investor  trading  activity  is  necessary 
to  evaluate  periods  of  market  crisis  and  is  useful  in  detecting  ille- 
gal trading  activity.  The  Commission  recently  reproposed  a  rule 
that  would  implement  a  large  trader  reporting  system  designed  to 
supplement  our  authority  to  obtain  trading  and  other  records  from 
registered  broker-dealers. 

The  scope  of  the  large  trader  reporting  system  would  be  limited 
in  that  it  would  apply  only  to  those  persons  that  effect  transactions 
in  securities  listed  on  an  exchange  or  the  NASDAQ  National  Mar- 
ket System  through  accounts  carried  by  a  broker  or  a  dealer  reg- 
istered with  the  Commission.  To  the  extent  that  hedge  funds  and 
other  large  investors  conduct  substantial  trading  in  other  markets, 
including  the  over-the-counter  derivatives  market,  such  activity 
would  not  be  reported  under  the  large  trader  reporting  system. 

Although  the  large  trader  reporting  system  would  not  address  all 
concerns  raised  by  hedge  funds,  it  would  certainly  be  useful  in  ad- 
dressing systemic  issues  involving  hedge  funds. 

To  the  extent  that  some  large  hedge  funds  are  active  in  the  over- 
the-counter  derivatives  market,  the  Commission  continues  to  work 
actively  with  other  regulators  here  and  abroad  to  gain  information 
and  address  matters  of  common  concern. 

The  implementation  of  large  trader  reporting  in  our  equity  mar- 
kets and  a  review  of  hedge  fund  trading  in  the  United  States,  to- 
gether with  Treasury's  implementation  of  a  large  position  reporting 
system  for  to-be-issued  and  recently  issued  Treasury  bonds,  would 
enable  the  Commission  to  evaluate  better  some  of  the  activities  of 
large  hedge  funds  in  key  markets.  I  believe  that  these  measures 
will  provide  information  that  will  enable  the  Commission  to  formu- 
late prudent  and  reasonable  recommendations  for  assessing  and 
controlling  the  risks  that  form  the  basis  for  the  concerns  that  bring 
us  here  today. 

Thank  you  very  much. 

[The  prepared  statement  of  Mr.  Arthur  Levitt  can  be  found  in 
the  appendix.] 

The  Chairman.  Thank  you,  Chairman  Levitt. 

Ms.  Holum. 

STATEMENT  OF  HON.  BARBARA  HOLUM,  ACTING 
CHAIRPERSON,  COMMODITY  FUTURES  TRADING  COMMISSION 

Ms.  Holum.  Mr.  Chairman,  members  of  the  committee,  on  behalf 
of  the  Commodity  Futures  Trading  Commission  I  thank  you  for  the 
opportunity  to  appear  before  you  today  to  discuss  safety  and  sound- 
ness issues  relating  to  the  activities  of  hedge  funds. 

The  term  hedge  fund  as  commonly  used  refers  to  private  collec- 
tive investment  vehicles  which  engage  in  a  wide  variety  of  specula- 
tive activities  in  corporate  equity  securities,  foreign  currencies,  gov- 
ernment securities,  commodity  futures,  and  options  and  over-the- 
counter  derivatives. 

Hedge  fund  operators  which  engage  in  futures  or  commodity  op- 
tion transactions  generally  are  subject  to  regulation  as  commodity 
pool  operators.  In  our  response  to  your  request  for  lists  of  hedge 
funds,  we  have  identified  several  and  have  determined  that  many 
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of  these  funds  are  reportable  large  traders  under  our  reporting 
rules. 

Our  review  of  certain  of  these  funds  reveals  that  they,  in  fact, 
engage  in  a  wide  and  expanding  variety  of  securities  derivative  and 
cash  markets.  To  the  extent  they  trade  on  organized  futures  ex- 
changes, they  tend  to  have  their  largest  positions  in  interest  rate 
futures,  including  Eurodollar,  Treasury  note,  and  Treasury  bond 
futures,  and  in  stock  index  futures.  In  futures  on  physical  commod- 
ities, hedge  funds  are  most  prominent  in  the  precious  metals  and 
energy  markets. 

As  you  know,  we  have  a  comprehensive  market  surveillance  sys- 
tem which  routinely  collects  large  trader  positions  in  all  commod- 
ities and  aggregates  related  accounts.  Domestic  and  foreign  bro- 
kers, U.S.  futures  exchanges  and  clearing  members  report  to  the 
Commission  on  a  daily  basis  all  accounts  carried  on  their  books. 
When  such  positions  reach  the  reporting  level,  in  addition  to  rou- 
tine reporting,  special  calls  for  information  may  be  made  in  urgent 
or  special  situations  to  include  related  cash  positions. 

We  also  have  extensive  inspection  powers  with  respect  to  regu- 
lated pool  operators  and  reporting  traders  who  are  required  to 
maintain  books  and  records  and  to  make  those  records  available  to 
the  Commission  and  the  Department  of  Justice. 

I  might  add  that  we  are  able  to  share  this  information  with  other 
government  agencies  under  the  confidentiality  restrictions  of  sec- 
tion 8  of  the  Commodity  Exchange  Act  and  have,  in  fact,  done  so. 

Concerns  have  been  expressed  that  hedge  funds  may  move  mar- 
kets artificially  through  the  size  of  their  trading  or  that  the  pos- 
sible failure  of  a  hedge  fund  to  meet  its  financial  obligations  may 
have  repercussions  throughout  the  financial  system.  At  least  with 
respect  to  the  commodity  futures  and  options  markets,  we  believe 
that,  although  any  large  aggressive  trader  may  pose  risks,  our  reg- 
ulatory structure,  the  self-regulatory  obligations  of  the  futures  ex- 
changes, as  well  as  the  fundamental  nature  of  the  futures  margin- 
ing and  clearing  system  are  designed  with  these  risks  in  mind  to 
contain  possible  market  manipulation  and  systemic  risk  presented 
by  hedge  fund  trading  in  the  futures  markets. 

Concern  has  also  been  expressed  with  respect  to  the  high  degree 
of  leverage  that  hedge  funds  employ  and  the  possibility  that  a  fail- 
ure by  a  hedge  fund  to  meet  its  financial  requirements  may  have 
financial  implications  for  other  entities  within  the  financial  mar- 
kets such  as  banks  which  may  have  loaned  money  to  the  hedge 
fund. 

We  believe,  however,  that  transactions  occurring  within  the  fu- 
tures market  system  do  not  pose  the  same  kinds  of  risks  as  other 
types  of  leveraged  transactions  because  of  the  unique  attributes  of 
the  futures  clearance  and  settlement  system  which  is  designed  to 
minimize  and  contain  credit  risk  to  no  more  than  1  day's  exposure 
and  which  is  supported  by  a  clearing  organization.  Under  that  svs- 
tem,  all  losses  and  gains  on  positions  are  paid  at  least  daily.  Tnis 
prevents  losses  from  accumulating. 

During  the  recent  market  events,  the  Commission  has  been 
closely  monitoring  trade  data  and  has  reviewed  daily  settlements 
and  followed  volatile  market  procedures.  We  have  also  spoken  with 
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several  market  participants,  including  certain  hedge  funds,  con- 
cerning their  trading  objectives. 

From  the  perspective  of  the  U.S.  futures  markets,  the  Commis- 
sion has  not  observed  activity  or  positions  of  hedge  funds  relative 
to  the  market  in  futures  that  causes  concerns  different  from  those 
of  other  large  traders  about  the  potential  for  their  trading  to  dis- 
rupt our  regulated  futures  markets.  We  believe  that  the  existing 
regulatory  structure  is  adequate,  both  to  monitor  the  activities  of 
hedge  funds  in  our  markets  and  to  provide  market  and  customer 
protections. 

However,  although  we  have  adequate  information  concerning  the 
activities  of  hedge  funds  in  the  futures  markets,  we  believe  there 
is  a  very  great  need  for  regulators  to  obtain  certain  further  com- 
prehensive information  about  hedge  funds  in  all  markets.  To  this 
end,  the  intermarket  and  systemic  implications  of  hedge  fund  ac- 
tivities are  being  addressed  through  the  coordinated  action  of  the 
relevant  financial  regulators  acting  through  the  President's  Work- 
ing Group  on  Financial  Markets  and  the  Bank  Regulatory  Task 
Force.  Our  Commission  is  contributing  significantly  to  that  effort. 

I  thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Ms.  Holum  can  be  found  in  the 
appendix.] 

The  Chairman.  Thank  you  very  much. 

Let  me  express  my  gratitude  to  each  one  of  the  witnesses.  Your 
written  testimony  is  most  valuable.  It  is  responsive,  particularly  to 
the  questions.  It  is  very  interesting. 

And  I  can  see  the  complexity  of  the  subject  matter  by  the  very 
first  question  I  asked  which  was,  "how  would  you  define  a  hedge 
fund?"  And  I  wanted  to  thank  Comptroller  Ludwig  for  his  response. 

And  then,  of  course,  the  difficulty  in  really  getting  some  finely 
compact  definition  is  understandable,  but  it  reflects  what  has  hap- 
pened globally. 

Also,  in  trying  to  bring  about  some  kind  of  legislation,  I  did  not 
want  to  bring  about  a  condition  where  we  thought  that  unilater- 
ally, by  some  super  refining  of  regulatory  responsibilities  domesti- 
cally in  the  United  States,  we  could  address  it.  Because  I  don't 
have  to  tell  you  that  for  some  time  now,  though  it  has  been  almost 
imperceptible,  this  whole  thing  is  global,  and  it  transcends  the  sov- 
ereignty of  any  one  nation. 

And  this  is  why  in  the  bill  we  finally  did  introduce  yesterday  I 
provide  as  the  fourth  section  that  our  American  leaders  in  this  area 
force  a  concert  of  nations  and  see  how  some  global  understanding 
and  effort  can  be  made. 

Now,  the  European  point,  through  its  committee  that  reported 
last  December,  has  written  quite  a  formidable  report  and  has  ex- 
pressed its  concern,  and  I  think  that  we  have  a  good  ground  there 
for  the  United  States  to  use  its  leadership.  After  all,  I  think  our 
Nation  is  still  the  most  formidable  economically  and,  to  some  ex- 
tent, still  financially,  but  the  big  fear  is  not  that  the  responsible 
and  established  forces — as  I  understand  the  activity  now,  globally, 
you  have  anywhere — it  is  not  really  known  or  established — from 
naif  a  million  to  1  million  operators  throughout  the  world.  That 
with  a  computer  and  a  modem  and  then  some  line  of  credit,  per- 
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haps  as  little  or  as  much  as  $100,000,  can  enter  into  the  specula- 
tive market  which  generally,  again,  is  described  as  derivatives. 

In  the  most  speculative  aspects  of  all  where,  in  effect,  you  are  en- 
tering into  a  gamble  derived  from  a  basic  value,  a  stock  or  a  bond, 
for  instance,  and  that  is  why,  to  my  mind — and  I  will  admit  that 
I  am  limiting  it  to  my  mind  because  I  haven't  heard  anybody  else 
or  read  it  anywhere  to  me — I  picture  it  as  an  inverted  pyramid 
where  the  apex  is  a  basic  nominal  value  and  then  derived  up  to 
this  tremendous  base  are  offshoots  of  all  these  formidable  defini- 
tions and  forms  of  derivatives. 

And  it  just  seems  to  me  that  wherever  there  has  been  in  the  past 
an  opportunity  for  any  individual,  not  necessarily  a  responsible  in- 
stitution or  maybe  even  some  individual  within  an  institution — 
after  all,  it  is  not  unheard  of  that  long-time  employees  of  financial 
institutions  after  honored  service  will  suddenly  be  accused  with 
embezzlement.  So  we  never  know.  It  is  a  human  factor.  But  if  that 
force  is  there  and  it  is  possible  and  the  impact  could  possibly  be 
such  as  to  create  a  havoc,  I  think  then — and  as  I  see  it,  some  of 
these  activities  as  I  have  seen  described  in  the  European  press  are 
out  and  out  gambles.  They  are  not  reached,  as  we  understand,  in 
the  usual  financial  term  of  things,  but  by  out  and  out  gambling. 
And  so  the  possibility  of  a  giant,  global,  electronic  Ponzi  really  is 
something  that  I  see  as  formidable. 

I  don't  know  what  we  could  do  about  it  in  any  one  sovereign  na- 
tion, but  I  do  think  it  has  reached  a  point  where — and  I  also  don't 
think  that  the  United  States  ought  to  sit  back  and  let  forces — the 
BIS,  the  Bank  for  International  Settlements,  which  is  roughly 
called  the  central  bank's  banker — the  United  States  is  not  a  voting 
member  of  that,  and  as  in  the  case  of  the  convergence  of  capital 
standards  we  sit  there  and  they  impose  the  standards. 

Anyway,  I  have  a  specific  question  or  two.  I  will  submit  them  in 
writing  because  your  answers  to  the  specific  questions  in  our  letter 
of  invitation  were  so  responsive  that  what  I  will  ask  about  I  will 
submit  in  writing — has  to  do  with  the  bank  trading  accounts  and 
see  how — you  expressed  your  concern  about  the  other  possibility, 
hedge  funds,  but  on  this — and  I  will  submit  it  in  writing.  No  use 
taking  your  time  up. 

Mr.  Leach. 

Mr.  Leach.  Thank  you,  Mr.  Chairman.  And  the  minority  will 
have  a  series  of  questions  we  would  like  to  submit  in  writing  as 
well. 

The  Chairman.  Certainly,  without  objection. 

Mr.  Leach.  I  appreciate  it. 

Let  me  just  begin  by  saying  last  year,  in  response  to  a  minority 
request  for  information  on  derivatives,  the  SEC  staff  responded  in 
the  following  way:  "Recent  experience  in  the  sharp  market  declines 
of  1987,  1990,  and  1991,  has  demonstrated  how  the  liquidity  of  the 
Nation's  equity  markets  may  be  strained  by  the  selloff  of  stocks 
and  futures  by  derivatives  dealers  trying  to  adjust  their  hedges  to 
accommodate  rapidly  changing  market  risks. 

"This  experience  has  also  shown  that  market  volatility  can  be 
magnified  to  the  extent  that  a  few  large  dealers  or  investors  domi- 
nate and  are  capable  of  moving  the  markets." 
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So  the  question  I  would  ask,  is  there  any  indication  or  evidence 
that  large  derivatives  trading  and/or  hedge  funds  played  any  role 
whatsoever  in  the  recent  shift  downward  in  the  market?  I  would 
ask  this  of  the  four  of  you,  recognizing  that  you  may  or  may  not 
have  been  a  significant  actor.  Is  there  any  evidence  that  there  is 
any  aspect  to  the  market  downturn  applicable  to  this? 

Mr.  Ludwig. 

Mr.  Ludwig.  Congressman  Leach,  the  literature  and  studies  on 
volatility  and  market  movement  are  really  surprisingly  thin.  On 
volatility,  there  is  a  Rosenbloom  study  that  the  Federal  Reserve 
Bank  of  Chicago  did.  The  OCC  has  recently  done  some  work  on 
asset  pricing  theory.  Indeed,  one  of  our  economists  will  soon  be 
publishing  a  paper  which  develops  a  relationship  between  market 
fundamentals  and  asset  prices  and  uses  that  relationship  to  iden- 
tify long-term  market  fads. 

Mr.  Leach.  So  you  can  respond  in  writing.  Is  that  what  you 
would  prefer? 

Mr.  Ludwig.  With  respect  to  this  recent  episode  of  increased  vol- 
atility our  focus  has  been  on  national  bank  exposure  to  these  mar- 
ket movements.  We  have  been  monitoring  the  banks'  stress-test 
models  in  terms  of  these  market  movements.  I  think  it  is  very  hard 
to  separate  the  market  movement  from  market  fundamentals  and 
to  really  be  certain  of  the  degree  to  which  hedge  funds  have  been 
involved  in  the  recent  market  shift. 

Mr.  Leach.  I  appreciate  that. 

Mr.  LaWare. 

Mr.  LaWare.  It  is  very  hard  to  focus  on  one  element  and  cer- 
tainly hedge  funds,  trying  to  adjust  their  positions,  as  I  indicated 
in  my  oral  testimony  here  this  morning,  as  a  result  of  their  own 
internally  imposed  standards,  may  have  nad  some  effect  on  it. 

It  does  not  seem  that  bank  margin  calls  were  a  significant  factor 
in  whatever  the  hedge  funds  may  have  done,  but  much  of  the  fi- 
nancing of  the  hedge  funds  comes  from  the  broker-dealers,  and 
there  are  certainly  indications  in  the  Askin  situation  where  margin 
calls  there  did  contribute  to  it. 

I  think  another  factor  that  is  often  overlooked  is  the  fact  that  the 
mutual  funds,  which,  of  course,  are  registered  investment  compa- 
nies and  regulated,  also  were  selling  into  the  bond  market  because 
of  anticipated  redemption  by  mutual  fund  holders  as  the  interest 
rate  climate  changed.  So  it  is  hard  to  claim  one  segment  of  the 
market  for  the  entire  affair. 

Mr.  Leach.  Fair  enough. 

Mr.  Levitt. 

Mr.  Levitt.  Years  of  experience  with  our  markets  have  taught 
me  not  to  be  too  glib  in  identifying  one  event  as  triggering  a  par- 
ticular market  decline.  Very  often,  months  later,  we  look  back  upon 
the  period  and  realize  that  it  wasn't  really  that  event,  but  the  con- 
fluence of  a  number  of  factors  that  triggered  the  decline.  I  believe 
that  to  be  the  case  here. 

Clearly,  the  tightening  by  the  Federal  Reserve  Board  and  the 
consequent  impact  on  interest  rates  changed  a  market  that  had 
had  an  almost  unimpeded  rise  for  many  months.  Corrections  occur 
in  the  normal  course  of  markets.  I  tnink  international  develop- 
ments, political  developments,  and  a  host  of  factors  related  to  this. 
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I  would  say  that  the  use  of  derivatives  and  the  activities  of  hedge 
funds  may  have  nudged  the  process  a  bit,  may  have  increased  ve- 
locity. But,  aside  from  that,  we  are  not  prepared  to  say  that  they 
were  determinative  factors. 

Mr.  Leach.  Ms.  Holum,  would  you  agree  with  that? 

Ms.  Holum.  Mr.  Leach,  yes,  I  would  agree.  In  our  surveillance 
system  we  didn't  notice  any  unusual  activities  by  our  large  traders. 

Mr.  Leach.  Let  me  just  ask,  since  my  time  has  expired,  one  very 
important  question  and  that  relates  to  approaches  that  Congress 
may  take.  Mr.  Levitt  has  said  he  doesn't  want  any  hedge  fund  leg- 
islation, but  there  is  a  whole  derivatives  arena  that  goes  beyond 
hedge  funds.  But  if  Congress  does  act,  do  you  think  we  ought  to 
be  toying  with  taxation  of  these  activities?  Is  there  any  support  in 
this  administration? 

I  know  you  are  an  administration  that  has  often  supported  tax 
approaches,  but  I  am  just  wondering  if  there  is  any  sympathy  for 
that  approach  among  this  panel. 

Mr.  Ludwig. 

Mr.  Ludwig.  We  have  just  recently  received  the  chairman's  pro- 
posed legislation.  As  with  any  legislation  proposed  by  the  chairman 
or  the  ranking  minority  Member  of  this  committee,  the  administra- 
tion takes  it  seriously.  We  are  studying  it  with  care.  The  taxation 
question  is  one  we  are  looking  at,  but  we  don't  have  a  position  on 
the  bill. 

Mr.  Leach.  Mr.  LaWare. 

Mr.  LaWare.  I  don't  know;  I  am  reminded  of  the  old  saying  that 
taxation  is  the  power  to  destroy.  And  if  the  intent  is  to  destroy  the 
derivatives  market,  that  is  one  way  to  approach  it.  But  you  won't 
destroy  the  derivatives  market;  just  simply  drive  it  offshore.  And 
whether  driving  this  important  part  of  the  financial  markets 
abroad  makes  good  sense  when  our  financial  markets  are  one  of 
the  crown  jewels  in  our  economy,  I  just  don't  see  it. 

Mr.  Leach.  I  appreciate  that. 

Let  me  stress,  because  one  of  the  bills  that  is  under  consideration 
only  calls  for  a  study  of  it.  There  is  no  aim  that  I  know  of  for  doing 
it  in  the  Congress  as  yet.  But  I  think  it  is  important  we  get  a 
record  reflective  of  the  Fed's  stance. 

Mr.  Levitt,  would  you  have  a  position  on  this? 

Mr.  Levitt.  Well,  the  chairman's  proposal,  insofar  as  it  calls  for 
increased  disclosure,  is  one  that  I  applaud  with  enthusiasm.  While 
the  Commission  has  enough  on  its  platter  without  considering  the 
implications  of  taxation,  I  would  step  back  and  say  that,  again, 
based  on  my  experience  in  dealing  with  the  markets,  I  have  very 
grave  reservations  about  the  impact  of  taxation,  and  I  think  we 
have  to  consider  those  implications  very  carefully. 

Mr.  Leach.  Ms.  Holum,  would  you  have  a  position? 

Ms.  Holum.  I  haven't  had  an  opportunity  to  think  much  about 
imposing  taxes  at  this  point,  but  there  are  things  about  both  of  the 
bills  that  have  been  introduced  relating  to  accountability  and  bet- 
ter disclosure  that  we  support. 

Mr.  Leach.  That  you  are  supportive  of  accountability  and 
disclosure? 

Ms.  Holum.  Yes,  I  very  much  support  increased  accountability 
and  disclosure. 
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Mr.  Leach.  Fair  enough.  Thank  you  very  much.  I  appreciate 
that. 

The  Chairman.  Would  you  object  if  I  ask  unanimous  consent  you 
be  given  30  additional  seconds  because  reference  was  made  to  the 
proviso  in  the  bill? 

Naturally,  of  course,  any  tax  the  proposal  would  formalize 
wouldn't  come  to  this  committee.  It  would  go  to  Ways  and  Means. 

What  I  have  said  outside  of  the  context  as  chairman  of  this  com- 
mittee, not  with  respect  to  the  domestic  but  to  global  fever,  is  that 
if  there  was  some  way  to  have  a  global  organization  impose  a  one- 
tenth  of  1  percent  tax  on  the  transactions,  that  would,  I  think,  kind 
of  settle  the  fever. 

But  with  respect  to  the  feasibility,  we  had  this  GAO  study,  and 
that  is  the  reason  I  was  asking — futures  markets,  the  futures 
transaction  fee  is  administratively  feasible.  This  is  a  study  that  has 
been  available  to  us  since  last  year  in  October,  and  that  is  why  we 
just  thought,  well,  we  will  provide  for  additional  study,  and  a  re- 
port but  not  in  any  sense  advocating  a  domestic  tax. 

Mr.  Levitt.  Mr.  Chairman,  I  think  you  put  your  finger  on  a  key 
element  of  this  problem  in  terms  of  its  global  implications.  It  is  fine 
for  us  to  endeavor  to  establish  sound  procedures  here  domestically, 
but  our  markets  can  no  longer  be  viewed  as  purely  domestic  ani- 
mals. We  have  to  be  just  as  concerned  as  to  what  an  insurance 
company  in  Tokyo  is  doing,  or  what  a  German  bank  is  doing,  as 
we  do  about  our  own  institutions.  So  I  think  it  is  global  under- 
standing that  we  need,  and  global  agreements  that  we  must  arrive 
at.  That  is  absolutely  critical  to  what  we  do  in  terms  of  protecting 
American  investors. 

The  Chairman.  Thank  you. 

Mr.  Leach.  I  appreciate  your  clarification,  Mr.  Chairman.  I 
would  only  stress  that  feasibility  and  prudence  are  two  different 
things.  I  just  think  we  have  to  be  very  cautious  about  signals  that 
we  might  be  sending. 

The  Chairman.  Mr.  Leach,  I  have  been  accused  of  being  a  spend- 
er, not  a  taxer. 

Anyway,  Mr.  Vento. 

Mr.  Vento.  Thank  you,  Mr.  Chairman.  I  admire  your  tenacity. 

I  think  that  the  concern,  Mr.  Levitt  and  Governor  LaWare,  is 
that  we  get  a  lot  of  global  procrastination  on  some  of  these  issues, 
and  we  should  not,  in  spite  of  the  risks  to  move  offshore  with  ac- 
tivities, relinquish  our  leadership  role.  We  have  to  deal  with  this 
in  the  sense  that  these  are  often  U.S.  investors  and  others  that  are 
providing  a  credit. 

The  reason  we  are  here  today,  of  course,  is  to  look  at  the  role  the 
banks  are  playing  without  a  lot  of  oversight  or  involvement  because 
of  the  way  the  funds  are  defined. 

I  am  reminded  of  last  week's  statement  by  Garrison  Keillor  at 
the  press  club.  Keillor  concluded  his  statement  with  a  number  of 
generalizations.  One  was  that  if  we  outlawed  all  forms  of  larceny 
we  probably  wouldn't  have  entrepreneurship. 

I  think  the  public,  looking  at  derivatives  and  other  types  of  prof- 
its that  are  made  here,  has  a  cynical  eye  regarding  what  takes 
place.  And  the  concern  here,  of  course,  is  reflected. 
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Now,  these  are  relatively  new.  You  have  got — obviously,  an 
evolving  financial  marketplace  is  taking  place.  The  question  is,  how 
do  banks  fit  into  this? 

I  take  it  from  what  Chairman  Levitt  and  Chairperson  Holum 
have  both  claimed  some  jurisdiction  or  regulatory  responsibility.  I 
mean,  you  went  through  the  entire  description  of  the  Securities 
and  Exchange  Act  and  Commodity  Exchange  Act,  so  you  are  say- 
ing, at  least  for  large  CPOs — commodity  pool  operators — you  claim 
jurisdiction. 

Is  that  correct?  Am  I  interpreting  your  statements  correctly,  Mr. 
Chairman— Chairman  Levitt? 

Mr.  Levitt.  I  think  that  there  is  some  jurisdictional  overlap,  and 
through  the  years  I  think  there  has  been  some  jousting  and  spar- 
ring, but  I  think  that  today  the  agencies  are  working  together  in 
a  very  constructive  and  cooperative  way.  Regardless  of  what  my 
feelings  may  be  about  redundancy,  I  think  it  is  important  that  we 
do  work  together.  The  stakes  are  too  high.  And  from  the  perspec- 
tive of  the  Securities  and  Exchange  Commission,  I  believe  the  rela- 
tionship with  the  CFTC  under  the  present  administration  has  been 
a  very  constructive  and  a  very  cooperative  one. 

Mr.  Vento.  Chairperson  Holum. 

Ms.  Holum.  I  would  certainly  agree  with  that,  and  we  do  have 
jurisdiction  over  these  large  funds  when  they  are  in  our  markets. 
And  when  we  have  participants  in  the  markets  that  are  also  in  the 
securities  markets,  we  do  cooperate  with  the  SEC  very  closely. 

Mr.  Vento.  Do  you  feel  that  you  are,  in  fact,  adequately  regulat- 
ing these  types  of  hedge  funds,  derivatives  and  other  funds  that 
would  be  applicable? 

Ms.  Holum.  As  they  are  participants  on  organized  exchanges,  we 
do  have  the  authority. 

Where  we  lack — we  do  see  a  lack  of  information  about  activities 
that  these  large  traders  are  engaging  in  in  other  markets  where 
they  are  unregulated. 

Mr.  Vento.  Comptroller  Ludwig,  there  have  been  instances — 
Bankers  Trust  has,  in  fact,  recently  had  stock  that  was  battered 
because  of  huge  trading  account  losses.  What  type  of  capital  re- 
quirements and  so  forth,  are  in  place  and  are  they  on  a  par  with 
regards  to  other  types  of  loans  that  go  forth? 

We  are  really  facing  here  the  qualitative  nature  of  the  loans  that 
are  being  made  and  how  these  banks  and  bank  funds  and  the  ex- 
tension of  credit  are  being  used.  What  is  the  situation  with  regards 
to  the  treatment  of  these  types  of  loans? 

Mr.  Ludwig.  I  can't  answer  for  Bankers  Trust  as  that  is  a  State- 
chartered  member  bank,  which  is  supervised  by  the  Fed.  But  I  can 
answer  for  the  national  banking  system.  Banks  that  engage  in  ex- 
tending credit  to  hedge  funds  have  to  comply  with  our  single- 
borrower  lending  limit  and  our  concentration  limits,  as  with  other 
types  of  loans. 

As  I  indicated,  there  are  relatively  few  national  banks — eight 
banks — that  have  exposure  to  hedge  funds.  We  have  monitored 
these  banks  on  a  bank-by-bank  basis  in  terms  of  their  own  limits 
for  derivatives  generally  and  for  this  kind  of  lending  activity.  We 
have  ensured  that  they  set  exposure  limits  for  their  institutions, 
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and  we  have  monitored  their  collateral  situation.  We  have  tested 
to  make  sure  that  they  haven't  violated  those  limits. 

National  banks'  exposure  at  this  time  is  limited.  We  don't  see  a 
significant  problem  there.  But  it  is  something  that  we  can't  be  com- 
placent about,  Congressman  Vento. 

Mr.  Vento.  My  time  has  expired.  But  the  question  is,  can  we,  in 
fact,  mark  to  market?  Do  we  have  an  adequate  understanding  what 
these  instruments  in  terms  of  making  an  assessment  as  to  the  risk 
that  is  taking  place  with  regards  to  these  loans  and  in  a  dynamic 
sense  because  they  move  pretty  quickly?  I  mean,  are  they  going  to 
the  Federal  open  window  and  seeking  credit,  you  know,  based  on 
institutions  that  have  this? 

In  other  words,  are  all  of  our  credit  resources,  being  used  as  a 
tool  for  these  particular  activities,  I  am  very  concerned  about  it  in- 
sofar as  the  public  interest  here  is  in  terms  of  what  we  are  doing 
if  we  drive  them  offshore,  and  they  are  going  to  the  bank  of  Tokyo. 
Well,  so  be  it.  But  we  don't  have  the  same  risk  then,  and  we  are 
not  facilitating  it,  and  I  think  we  can  provide  a  lot  of  leadership 
in  this  area. 

Mr.  La  Ware.  May  I  comment?  I  am  sorry. 

Mr.  Ludwig.  There  is  one  thing  I  didn't  answer.  I  want  to  make 
the  point  that  our  capital  rules,  which  are  a  result  of  the  Basel  ac- 
cords, do  take  account  of  off  balance  sheet  items,  including  deriva- 
tives, explicitly  in  setting  capital  calculations.  When  we  look  at  the 
capital  calculations  of  individual  national  banks,  we  take  this  into 
account. 

Derivative  products  is  an  area  in  which,  believe  me,  we  are  not 
complacent.  We  understand  your  concerns  and  that  this  market  is 
dynamic.  That  is  one  of  the  reasons  that  we  are  in  these  banks  on 
a  full-time  basis  and  indeed  assess  these  risks  on  a  weekly  basis. 

Mr.  La  Ware.  May  I  make  a  comment,  Mr.  Chairman? 

The  Chairman.  Certainly. 

Mr.  LaWare.  I  am  a  little  bit  concerned  that  the  tenor  of  this 
conversation  we  are  having  would  give  the  impression  that  deriva- 
tives are  something  new.  Derivatives  have  been  used  for  as  long  as 
there  have  been  commodity  markets  to  hedge  and  reduce  the  risk 
of  carrying  commodities.  Derivatives  have  been  a  common  tool  of 
the  financial  system  for  a  long,  long  time,  and  we  do  recognize  the 
capital  requirements.  We  mark  these  things  to  market  on  a  daily 
basis.  And  the  capital  adequacy  calculation  under  the  risk-based 
capital  guidelines  are  based  on  the  credit  risk  that  then  is  on  that 
mark-to-market  entity. 

So  I  really  think  tnat  we  ought  to  get  away  from  the  idea  that 
this  is  some  brand  new  thing  that  has  suddenly  sprung  up  out  of 
the  corner.  It  is  an  established  method  of  reducing  risk. 

Now,  some  of  the  current  instruments  are  a  little  more  exotic 
and  may  be  a  little  more  difficult  from  a  liquidity  point  of  view  in 
a  crisis  situation,  but  the  use  of  derivatives  is  a  valuable  risk  man- 
agement tool. 

And  that  is  one  of  the  reasons  why  the  tax  approach  concerns 
me,  Mr.  Chairman.  If  the  taxes  made  it  impossible  to  use  these  de- 
rivatives for  the  legitimate  purposes  for  which  they  were  designed, 
that  would  be,  I  think,  bad  public  policy. 
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Mr.  Vento.  My  time  has  expired,  Mr.  Chairman.  Thank  you  for 
your  patience. 

The  Chairman.  Mr.  McCandless. 

Mr.  McCandless.  Thank  you,  Mr.  Chairman. 

Recently,  some  statements  were  made  that  because  of  the  spec- 
tacular performances  of  some  of  the  hedge  funds  that  the  lending 
institutions  have  become  complacent  about  their  approach  to  this. 
That  brought  to  my  attention  some  history  that  is  not  too  pleasant 
to  those  of  you  and  us  on  this  committee.  And  that  is  the  pre- 
FIRREA  situation  where  investments  in  real  estate  brought  spec- 
tacular results  to  lending  institutions,  and  as  that  continued  more 
and  more  institutions  got  involved,  and  as  more  and  more  institu- 
tions got  involved,  people  who  did  not  understand  it,  who  did  not 
have  the  knowledge  necessary  to  produce  what  management  re- 
quired, began  making  decisions  which  ultimately  resulted  in  some 
catastrophic  problems  for  the  United  States  and  the  Treasury. 

I  would  ask  you  gentlemen  whether  there  is,  theoretically,  some 
parallel  here  that  might  take  place  as  this  particular  type  of  finan- 
cial commodity  continues  to  grow  not  only  on  a  national  but  an 
international  basis? 

Mr.  Ludwig,  let's  start  with  you. 

Mr.  Ludwig.  Congressman  McCandless,  financial  institution  su- 
pervisors certainly  have  been  sobered  by  the  last  decade.  It  is  one 
of  the  reasons  we  have  been  so  cautious  in  this  area.  In  a  down- 
turn, we  would  be  particularly  looking  at  thinning  margins  and 
whether  or  not  the  collateralization  would  change.  We  are  monitor- 
ing this  very  closely.  For  example,  the  loans  to  hedge  funds,  as  I 
mentioned,  are  mostly  collateralized  by  cash  and  government  secu- 
rities. We  are  monitoring  this  on  a  weekly  basis.  As  I  indicated,  I 
think  there  is  genuine  reason  here  for  caution,  and  we  are  trying 
to  supervise  in  that  vein. 

Mr.  McCandless.  Anyone  else  wish  to  comment  on  that? 

Mr.  LaWare.  There  are  some  parallels  in  the  sense  that  the  real 
estate  market  was  overpriced  and  overbuilt,  and  one  could  argue 
that  the  bond  markets  and  stock  markets  had  become  overbought 
and  that  adjustments  were  necessary  just  as  they  were  in  the  real 
estate  area. 

When  the  leverage  is  too  high  and  when  the  coverage  of  the  col- 
lateral is  too  narrow,  you  always  are  at  risk  of  a  significant  change 
in  the  market  structure,  so  I  couldn't  agree  with  you  more,  that 
this  is  one  of  the  things  that  we  absolutely  have  to  watch  and 
make  sure  that  credit  extensions  to  not  only  hedge  funds  but  to 
other  operators  in  the  market  are  properly  constructed  with  due 
consideration  to  the  credit  risks  as  well  as  the  settlement  risks  and 
to  the  value  of  the  collateral. 

And  that  is  our  job  as  supervisors,  and  I  think  we  have  the  tools 
to  be  able  to  do  that. 

Mr.  Levitt.  I  think  it  is  difficult,  sir,  to  separate  out  one  part 
of  this  market  from  the  rest.  I  think  we  can  say  that  we  are  deal- 
ing with  new  strategies  and  new  instruments,  and  in  those  cases 
the  best  remedies  to  the  problems  raised  by  new  strategies  and 
new  instruments  are  disclosure  and  education.  And  I  am  not  satis- 
fied that  those  who  are  dealing  in  derivative  products  totally  un- 
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der stand  their  implications,  and  I  think  more  has  to  be  done  in 
that  regard. 

I  think  the  way  you  deal  with  excess  trading  is  through  good, 
stringent  capital  standards  that  address  the  issue  of  excess  lever- 
age. And  in  terms  of  the  internationalization,  the  globalization,  of 
these  techniques,  I  believe  that  the  Commission's  agreement  with 
the  U.K.  is  the  beginning  of  a  process  to  gain  recognition  of  the  im- 
plications of  the  use  of  these  products  by  countries  all  over  the 
world.  We  need  to  come  together  before  we  can  get  the  kind  of  dis- 
closure that  is  essential. 

And,  finally,  there  is  no  priority  that  is  more  important  in  the 
minds  of  the  Commission  than  the  work  of  the  FASB  to  arrive  at 
derivative  disclosure  standards. 

We  hope  to  have  an  exposure  draft  later  this  week,  and  we  are 
pushing  them  to  make  this  their  highest  priority. 

So  in  answer  to  your  question  I  think  we  need  more  disclosure. 
I  am  hopeful  that  tne  hedge  funds  will  be  constructive  and  coopera- 
tive in  working  with  us  on  this.  But  I  think  that  the  innovation  in 
new  products  and  the  introduction  of  derivative  products  are  parts 
of  an  ongoing  process  that  is  healthy  if  governed  by  disclosure  and 
adequate  capital  standards. 

Mr.  McCandless.  Thank  you. 

Mr.  Chairman,  I  would  ask  unanimous  consent  for  just  1  minute 
more  if  I  may. 

The  Chairman.  That  is  OK. 

Mr.  McCandless.  Mr.  Ludwig,  you  provided  guidance  for  the 
management  of  risks  arising  out  of  derivatives  and  other  trading 
activities  in  the  form  of  banking  circular  No.  277.  Are  the  banks 
complying  with  this?  What  steps  are  you  taking  where  the  banks 
have  failed  to  comply? 

Mr.  Ludwig.  We  issued  banking  circular  277  last  October,  and 
we  have  been  examining  banks  on  that  basis  since  then. 

We  have  found  a  couple  of  cases  where  bank  management  has 
not,  in  our  view,  been  adequately  involved  in  the  derivatives  activi- 
ties of  their  organizations.  We  set  a  very  high  standard  in  the  area 
of  bank  management.  It  is  key  that  management  understand  the 
risks,  know  the  derivatives  business  well,  and  be  actively  involved 
in  the  decisions  that  are  being  taken,  including  setting  the  risk 
limits.  We  have  criticized  those  banks  where  management  was  not 
actively  involved.  They  are  changing  their  approach  as  we 
instructed. 

We  are  testing  our  banks'  compliance  with  banking  circular  277. 
For  example,  in  terms  of  their  setting  exposure  limits,  we  are  not 
simply  looking  to  see  if  they  have  gone  through  the  process  of  set- 
ting limits  putting  policies  and  procedures  in  place.  We  are  testing 
to  make  sure  that  their  own  internal  rules  and  regulations  are 
being  followed. 

Given  our  experience  with  examinations  under  banking  circular 
277,  we  have  been  working  on  detailed  examiner  guidance  that  we 
are  now  field  testing.  We  expect  to  have  the  new  guidance  out  in 
the  next  several  months.  It  will  provide  examiners  with  a  detailed 
set  of  rules  for  how  they  are  to  examine  on  the  basis  of  banking 
circular  277. 
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We  have  been  very  fortunate  here.  There  are  only  362  national 
banks  that  are  currently  involved  in  the  derivatives  business  to 
any  significant  degree.  Relatively  few  of  those  institutions  are  in- 
volved as  dealers.  As  a  result,  we  have  been  able  to  examine  cau- 
tiously and  thoroughly  and  to  develop  our  examination  guidelines. 
If  the  market  expands,  we  will  be  prepared  with  a  detailed  set  of 
rules  in  the  examination  area. 

Mr.  McCandless.  Thank  you. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you. 

Mr.  Watt. 

Mr.  Watt.  Thank  you,  Mr.  Chairman. 

I  guess  I  am  trying  to  get  a  basic  understanding  that  is  some- 
what elemental.  And  probably  the  only  way  for  me  to  get  that  is 
to  pose  a  worst-case  scenario. 

As  I  understand  it,  there  is  at  least  one  fund,  hedge  fund,  that 
has  about  $10  billion  in  assets,  is  that  correct?  The  most  major 
hedge  fund  that  operates  has  about  $10  billion  in  assets.  Suppose 
that  fund  was  to  fail  in  some  way?  I  guess  it  would  be  virtually 
impossible  for  it  to  completely  fail.  But,  worst-case  scenario,  what 
would  be  the  impact  of  that  failure  on  its  investors  first  and  then 
on  banking  institutions  and  the  respective  areas  that— each  of  you 
supervisors,  if  you  could  just  tell  me  that,  I  think  I  would  have  a 
better  understanding  of  what  the  worst-possible  scenario  could  be. 

Mr.  Ludwig.  Congressman  Watt,  if  it  is  all  right,  I  will  address 
your  question  in  reverse  order,  that  is,  taking  the  national  bank  ex- 
posure to  your  hypothetical  hedge  fund  first. 

As  I  mentioned,  there  are  only  eight  national  banks  that  have 
any  exposure  to  hedge  funds.  The  entire  amount  of  their  exposure 
as  of  March  31  was  $1.04  billion,  which  represents  for  any  one  of 
those  institutions  approximately  0.02  percent  of  assets.  In  other 
words,  their  exposure  is  fairly  limited.  In  addition,  by  and  large, 
their  credit  exposure  is  collateralized,  and  in  most  cases  this 
collateralization  is  in  the  form  of  cash  or  government  securities.  At 
this  time,  we  don't  see  a  significant  risk  to  the  national  banks  in- 
volved or  the  national  banking  system  from  hedge  fund  activities. 
Nonetheless,  this  is  an  area  that  we  are  not  complacent  about.  It 
is  an  area  of  concern  and  constant  monitoring  to  make  sure  that 
banks  operate  within  prudent  limits. 

As  for  risk  to  investors,  we  have  really  focused  on  the  banks. 
Hedge  funds  are  unregistered,  and  their  investors  are  almost  en- 
tirely made  up  of  high  net  worth  individuals.  One  certainly  can 
posit  a  case  where  those  high  net  worth  individuals  would  lose 
their  money  if  a  hedge  fund  went  belly  up,  as  in  your  hypothetical. 
As  to  the  banks,  which  is  the  focus  of  our  concern,  I  am  happy  to 
say  that  their  exposure  is  limited  at  this  time. 

Mr.  Watt.  Now,  if  any  of  those  investors  lost  their  money,  would 
the  government  be  at  risk  in  some  way? 

Mr.  Ludwig.  No. 

Mr.  Watt.  OK.  I  would  like  just  to  get  the  response  of  the  other 
regulators  on  the  same. 

Mr.  LaWare.  My  answer  would  be  substantially  the  same. 

The  banks  who  are  involved  with  hedge  funds  in  terms  of  exten- 
sion of  credit  basically  are  through  the  foreign  exchange  operations 
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and,  second,  through  repo  arrangements  using  government  securi- 
ties. There  is  virtually  no  risk  in  the  latter,  and  in  the  former  the 
risk  is  minimized  because  of  the  collateralization  of  the  trans- 
actions. 

I  don't  think  that  there  is  any  bank  that  we  are  aware  of  which 
is  involved  in  direct  credit  to  the  hedge  funds  that  is  at  serious  risk 
at  the  moment,  even  in  the  kind  of  situation  that  you  are  talking 
about. 

Now.  one  of  the  principal  sources  of  credit  to  the  hedge  funds  is 
through  the  broker-dealers,  and  the  broker-dealers,  in  turn,  are  fi- 
nanced by  the  banks.  But  the  diversification  that  is  offered  through 
that  series  of  transactions  is  probably  a  very  good  cushion  against 
potential  loss. 

Mr.  Levitt.  In  response  to  your  hypothetical  question,  it  obvi- 
ously would  have  an  overall  impact  it  any  institution  of  that  mag- 
nitude were  to  fail,  which  would  undoubtedly  represent  a  shock  to 
the  system.  The  system,  I  believe,  is  certainly  capable  of  absorbing 
that. 

With  respect  to  the  Commission's  oversight  of  the  broker-dealer 
community  that  could  be  impacted  as  a  result  of  such  a  hedge  fund 
failure,  we  regularly  check  broker-dealer  exposure  and  their  overall 
risk  and  their  capital  levels.  This  past  month,  in  analyzing  the  im- 
pact of  the  recent  market  turbulence  and  the  impact  of  the  failure 
of  at  least  one  hedge  fund,  we  found  that  the  broker-dealers  did  not 
have  an  overwhelming  amount  of  exposure  that  would  impair  their 
capital.  Some  of  them  sustained  significant  losses,  but  the  losses 
were  all  well  within  their  ability  to  absorb. 

Ms.  Holum.  Mr.  Watt,  I  would  certainly  agree  that  it  would — 
a  loss  of  that  size  would  certainly  have  an  impact  on  the  entire 
market.  But  for  our  markets  we  have  a  monitoring  system  where, 
if  we  saw  a  large  trader  in  our  markets,  we  would  contact  them. 
We  have  speculative  position  limits  which  are  intended  to  prohibit 
any  single  trader  from  having  that  much  of  an  impact  in  our 
markets. 

Mr.  Ludwig.  Mr.  Watt,  I  might  add  a  point  of  clarification  in 
terms  of  whether  if  a  fund  went  belly  up,  and  investors  lost  money 
that  would  have  any  impact  on  the  deposit  insurance  fund.  We 
know  of  no  national  bank  at  this  time  that  is  an  investor  in  a 
hedge  fund.  I  am  not  certain  whether  there  are  any  State  banks 
that  are  investors  in  hedge  funds.  There  are  at  least  two  cases  that 
I  am  aware  of  in  which  there  is  a  very  small  position  taken  in 
hedge  funds  by  holding  companies  But  in  terms  of  a  threat  to  the 
fund  from  national  bank  participation  as  an  investor,  there  is  none 
at  this  time. 

Mr.  Levitt.  I  would  also  point  out  that  investors  in  hedge  funds 
are  usually  extremely  sophisticated  investors,  and  hopefully  they 
would  be  able  to  absorb  that  loss. 

I  have  noted  with  interest  from  my  own  experience  in  the  private 
sector,  as  well  as  my  present  experience,  that  there  is  a  growing 
inclination  on  the  part  of  some  public  pension  funds  and  some 
foundations  to  invest  in  hedge  funds  as  part  of  an  overall  invest- 
ment strategy. 

Mr.  Watt.  In  significant  amounts? 

Mr.  Levitt.  I  am  not  sure.  I  really  don't  know  at  this  point. 
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Mr.  Watt.  Who  would  have  authority  for  monitoring  the  extent 
of  those  investments  and  any  risk  inherent  in  those? 

Mr.  Levitt.  Well,  it  depends.  I  suppose  the  Labor  Department 
would  be  responsive  to  much  of  that.  I  think  there  would  be  several 
agencies  that  would  monitor  that  activity. 

Mr.  Watt.  Thank  you,  Mr.  Chairman,  and  thank  you,  witnesses. 

The  Chairman.  Thank  you,  Mr.  Watt. 

Mr.  Lazio. 

Mr.  Lazio.  Thank  you  very  much,  Mr.  Chairman.  I  certainly  ap- 
preciate your  efforts  in  scheduling  this  hearing.  I  thank  the 
witnesses. 

I  would  like  to  get — speaking  to  Chairman  Levitt  for  a  minute 
if  I  can,  I  thought  I  heard  something  about  capital  standards  for 
derivatives.  There  has  been  a  lot  of  misinformation,  in  my  opinion, 
particularly  some  of  the  things  that  were  written  in  Time  magazine 
with  respect  to  what  is  at  risk,  national  value,  when,  in  fact,  that 
is  not  necessarily  the  case. 

Could  you  just  focus  for  a  minute  on  what  you  were  talking 
about  in  terms  of— unless  I  misheard  what  you  said  with  respect 
to  potential  capital  standards  in  the  case  of  derivatives. 

Mr.  Levitt.  I  think  your  question  relates  to  the  overall  efforts  of 
the  Commission  to  reduce  the  market  risk  created  by  derivatives. 
And  with  respect  to  capital,  our  agreement  with  our  counterpart 
agency,  the  SIB  in  the  U.K.,  identifies  excess  leverage  as  a  key 
issue.  It  is  an  issue  that  we  have  agreed  to  move  on  together,  to 
try  to  enlist  the  support  of  our  fellow  regulators  in  other  parts  of 
the  world. 

I  am  going  to  Japan  next  Wednesday  to  discuss  this  subject  with 
the  Japanese  to  see  if  they  will  make  common  cause  with  us  so 
that  we  can  move  ahead  on  that. 

We  have  also  proposed  a  revised  options  pricing  approach  to  cap- 
ital, which  I  think  is  more  responsive  to  todays  capital  require- 
ments and  capital  needs  than  using  a  formulaic  approach  which  I 
think  is  much  too  rigid. 

Also,  we  have  a  program  at  the  Commission  called  a  Risk  Assess- 
ment Program  where,  on  a  regular  basis,  we  review  exposure  of 
broker-dealers  to  determine  the  extent  of  their  risk  and  what  im- 
pact that  can  have  on  the  system  as  a  whole.  As  part  of  that  pro- 
gram, brokers  file  information  with  the  Commission  about  affiliate 
activities  likely  to  have  a  material  impact  on  the  brokers'  condition. 

Mr.  Lazio.  May  I  stop  you  there  for  a  moment? 

With  respect  to  broker-dealers,  there  are  probably — at  least  with 
what  I  am  familiar  with — five  or  six  major  players.  In  terms  of 
their  derivative  bookings,  they  generally  have  an  internal  monitor- 
ing system,  again  according  to  my  understanding,  so  that  the  in- 
coming and  outgoing  derivatives  are  roughly  balanced  off  against 
each  other.  It  would  be  disastrous  from  a  corporate  standpoint  or 
a  management  standpoint  to  have  it  tilted  one  way  or  the  other. 
Do  you  perceive  that  as  a  problem? 

Mr.  Levitt.  Well,  you  are  describing  the  ideal  situation.  You  are  | 
describing  the  perfect  hedge,  the  perfect  balance. 

I  have  found  in  our  markets  that  where  that  may  be  the  pre- 
dominant situation  there  are  always  aberrations,  and  those  aberra- 
tions have  often  led  us  to  difficulty.  I  think  the  Askin  experience 
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would  suggest  a  trading  strategy  that  on  the  face  of  it  looked 
sound,  but  in  terms  of  the  way  it  developed  in  a  very  dynamic  mar- 
ket, it  didn't  work  quite  the  way  it  should  have  worked. 

So  my  answer  to  your  question  is  that  I  think  prudent  dealers 
are  mindful  of  the  risks  involved  and,  I  hope,  understand  the  impli- 
cations of  leverage. 

Mr.  Lazio.  So  the  market  can  be  punishing  with  respect  to  those 
people  who  don't  evaluate  the  risks  properly? 

Mr.  Levitt.  It  has  been,  and  it  will  continue  to  be.  That  is  why 
it  is  a  market. 

Mr.  Lazio.  Just  to  follow  up  on  that.  Is  there  a  threshold — maybe 
Governor  LaWare  could  speak  to  this  also— upon  which  you  would 
begin  to  set  capital  standards  or  certain  requirements  for  those 
people  who  are  dealers  in  the  derivative  market  with  the  intention, 
of  course,  that  derivatives,  hopefully,  lower  the  risk  for  many  insti- 
tutions or  companies  as  opposed  to  increasing  the  risk  that  they 
will  all  move  offshore  and  that  there  will  simply  be  an  alternative 
market  outside  the  scope  of  American  regulators  or  even  Japanese 
and  American  regulators? 

Mr.  Levitt.  It  is  a  very  difficult  question.  We  have  been  debating 
the  question  of  capital  sufficiency  with  our  fellow  regulators  for 
some  years  now  in  an  effort  to  try  to  arrive  at  some  standard  that 
will  be  internationally  acceptable.  Thus  far,  we  have  not  succeeded. 

I  think  it  is  terribly  important,  but,  again,  I  can't  leave  any  dis- 
cussion of  risk  without  once  more  suggesting  the  importance  of  the 
FASB,  which  is  in  the  process  of  coming  up  with  standards  for  dis- 
closure on  derivatives.  Until  we  know  who  holds  what  and  how 
much  of  it,  we  are  just  shooting  in  the  dark  in  terms  of  a  deter- 
mination of  the  risk  involved. 

Mr.  LaWare.  I  might  add  that  the  Basel  capital  accord,  which 
was  reached  in  1988  and  now  applies  to  banks  in  all  of  the  G-10 
countries,  recognizes  a  procedure  for  applying  risk-based  capital  to 
derivative  activities,  and  I  described  it  a  while  ago.  It  is  mark  to 
market.  Put  it  on  the  balance  sheet  on  that  basis  and  then  ascribe 
to  the  credit  risk  the  appropriate  level  of  capital  reflecting  the  cred- 
it risk,  depending  on  who  the  counterparties  are.  I  think  that  may 
be  an  imperfect  way  to  measure  it,  but  it  certainly  is  a  step  in  the 
right  direction. 

And  the  Ball  Committee  continues  to  work  on  this  whole  area  of 
these  derivative  markets  to  try  to  come  up  with  the  kind  of  inter- 
national accord  that  I  think  the  chairman  was  suggesting  was  very 
important  in  his  proposed  legislation. 

Mr.  Lazio.  If  I  could  ask  one  last  question,  Mr.  Chairman,  if  you 
would  bear  with  me  on  this. 

Is  it  also  true  or  would  you  comment  on  the  fact  that  derivative 
instruments  actually  have  allowed  certain  financial  institutions 
that  borrow  short  and  lend  long  to  be  more  stable  than  they  would 
have  been  when  the  instruments  were  unavailable? 

Mr.  LaWare.  Properly  used,  they  should  minimize  interest  rate 
risk.  They  should  minimize  or  should  be  able  to  be  used  to  mini- 
mize price  changes  within  certain  limits.  And  when  the  variations 
or  the  volatility  gets  beyond  those  limits,  that  is  when  you  have 
problems  and  get  margin  calls  and  that  sort  of  thing. 

Mr.  Lazio.  Thank  you. 
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Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you. 

Mr.  Neal. 

Mr.  Neal.  Thanks,  Mr.  Chairman. 

I  am  sorry  to  have  been  gone  a  little  bit  from  this  hearing,  but 
I  want  to  see  if  I  am  clear  on  one  thing.  As  I  understand  it,  what 
you  would  agree  on  at  this  time  is  that  the  banks'  exposures, 
banks'  exposure  to  hedge  funds  is  small  and  collateralized  and 
probably  trivial  in  the  overall  scheme  of  things,  and  you  don't  see 
it  as  imposing  any  risk  at  this  point? 

That  is  not  to  say  that  banks  trading  in  derivatives  for  their  own 
account  is  trivial.  I  am  not  saying  that.  I  am  just  talking  about 
hedge  funds  specifically.  Is  that  a  fair  statement? 

Mr.  Ludwig.  "Trivial"  may  be  too  strong  a  word,  but  we  believe 
the  risks  are  contained  at  national  banks  at  this  time  in  terms  of 
their  exposure  to  hedge  funds. 

Mr.  LaWare.  I  was  going  to  suggest  that  "triviar  may  be  too 
trivial  a  term  to  use  on  it.  It  may  be  a  little  more  significant. 

Mr.  Neal.  In  terms  of  the  risk,  is  there  any  significant  risk? 

Mr.  LaWare.  No,  I  don't  think  so. 

Mr.  Neal.  Do  any  of  you  all  have  any  disagreement?  I  know  this 
isn't  your  specialty. 

Well,  then  another  question,  and  different  but  related,  might  be 
what  the  impact  of  these  hedge  funds  have  on  banks  because  of 
their — the  potential  for  their  moving  markets  in  terms  of  driving 
bond  prices  up  or  down  or  driving  stock  prices  one  way  or  another. 
And  I  heard  a  little  response  to  this  earlier,  but  I  am  not  entirely 
clear.  Is  this  a  problem? 

I  think  what  I  heard  earlier  was  that  you  are  not  sure  because 
we  don't  have  a  clear  fix  on  it  at  this  point.  Is  that  right  or  do  we 
understand  this  pretty  clearly  and  have  an  opinion  about  whether 
this  secondary  effect  might  be  damaging,  could  have  the  potential 
to  be  damaging? 

Mr.  Ludwig.  The  flow  of  information  that  banks  get  in  terms  of 
their  dealing  with  hedge  funds  actually  is  helpful.  While  we  want 
to  see  their  exposure  kept  within  prudent  limitations,  the  fact  that 
they  have  familiarity  with  the  hedge  funds  and  have  dealt  to  some 
degree  with  them  actually  helps  in  terms  of  information  flow  and 
understanding  the  markets.  That  is  very  important  here. 

At  the  same  time,  this  really  has  to  be  monitored  very  closely, 
and  we  do  monitor  it  closely  because,  as  Chairman  Levitt  indicated, 
you  can  get  large  concentrations  in  individual  markets.  To  date, 
hedge  fund  activity  has  not  exposed  the  banks  to  undue  risk,  but 
it  is  something  one  has  to  watch  seriously  and  without  compla- 
cency. 

Mr.  LaWare.  I  don't  think  that  it  is  possible,  really,  to  zero  in 
on  the  hedge  funds  by  themselves.  I  think  that  the  condition  in  the 
bond  and  stock  markets  was  such  that  there  was  so  much  money 
pouring  into  them  that  thev  all  got  overbought. 

Now,  obviously,  hedge  funds  may  have  contributed  to  that  be- 
cause they  tend  to  buy  into  the  most  risky  ends  of  the  markets  be- 
cause that  is  where  the  biggest  opportunity  for  returns  rests,  and 
that  is  why  the  banks  who  are  directly  involved  with  these  funds 
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must  exercise  the  proper  credit  procedures  and  credit  standards  in 
dealing  with  them. 

Mr.  Neal.  We  don't  know  whether — my  guess  is  that  we  don't 
know  whether  hedge  funds  move  markets  or  not.  There  are  so 
many — markets  are  so  large  that  it  is  hard  to  isolate  what  does 
move  markets,  but — and  that  is  a  fair  statement,  too,  isn't  it?  Let 
me  put  it  another  way.  Is  it  a  fair  statement  to  say  that  the  hedge 
funds,  even  though  large,  are  not  an  overall  significant  factor  in 
moving  markets? 

Mr.  Levitt.  I  don't  think  we  really  know  the  answer  to  that  yet. 
I  think  it  is  somewhat  premature.  I  think  there  are  a  number  of 
issues  here  that  go  beyond  that. 

I  think  suitability  is  one  such  question.  The  Commission  has  pro- 
posed strengthening  investment  adviser  suitability  standards,  and 
we  have  approved  much  stronger  suitability  standards  for  munici- 
pal securities.  But  as  far  as  hedge  funds  are  concerned,  I  think  it 
would  be  helpful  if  hedge  funds — and  I  am  hopeful  that  they  will — 
indicate  to  the  Commission  the  nature  of  their  transactions  and  the 
scope  of  those  transactions  so  we  may  be  in  a  better  position  to 
evaluate  the  impact  of  hedge  funds  on  the  various  subjects  we  are 
talking  about,  both  from  a  systemic  point  of  view  and  from  the 
point  of  view  of  particular  lenders  or  particular  investors. 

Mr.  Neal.  If  you  determined  that  hedge  funds  did  worse — were 
a  significant  force  in  moving  markets,  maybe  you  would  say,  what 
difference  does  it  make?  It  is  another  force  in  the  marketplace.  Is 
that  the  approach  you  would  take,  do  you  think? 

Mr.  Levitt.  I  think  in  an  ideal  world  you  might  say  that.  I  am 
not  sure  that  there  is  such  a  thing  as  an  ideal  world,  and  I  can't 
answer  with  any  conclusiveness  the  extent  to  which  hedge  funds 
have  recently  impacted  our  markets  most  recently,  except  to  say 
that,  obviously,  they  are  a  force.  They  have  probably  added  some 
velocity  to  that  market  and  undoubtedly  have  had  some  impact 
upon  the  liquidity  of  the  market.  Nonetheless,  I  believe  our  mar- 
kets are  the  strongest  they  have  ever  been. 

But  until  we  have  a  firmer  notion  as  to  the  extent  of  hedge  fund 
activity  and  the  nature  of  this  activity,  I  don't  think  we  are  able 
to  come  to  a  conclusion  about  it.  I  am  not,  at  least. 

Mr.  Neal.  Will  you  have  any  trouble  getting  the  information  you 
need  to  understand  that? 

Mr.  Levitt.  We  do  not  have  oversight  authority  with  respect  to 
hedge  funds,  but  I  have  invited  hedge  fund  leader  individually  to 
meet  with  us,  discuss  these  issues,  and  see  if  we  can  collectively 
arrive  at  the  kind  of  disclosure  that  would  ease  congressional  in- 
quiry and  concern  and,  most  importantly,  diminish  the  amount  of 
concern  by  new  investors  in  the  marketplace  about  the  impact  that 
these  funds  may  be  having  on  the  system. 

So  whether  a  hedge  fund  impacts  a  particular  bank  or  a  particu- 
lar broker  is  certainly  important,  but  I  am  far  more  concerned 
about  whether  it  has  any  impact  on  the  system  as  a  whole  and 
what  the  feelings  of  individual  investors  may  be  and  how  they  will 
respond  to  something  that  they  do  not  adequately  understand  at 
this  point.  It  is  strange  to  them,  and  anything  that  is  strange  to 
investors  tends  to  frighten  them.  And  I  think  we  have  a  collective 
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responsibility  to  try  to  address  that  misapprehension,  because  mis- 
understanding breeds  fear. 

Mr.  Neal.  May  I  ask  just  one  final  question?  My  time  has  run 
out. 

But  you  said  you  had  invited  the  leaders  of  the  hedge  funds  to 
talk  with  you? 

Mr.  Levitt.  I  have  invited  them. 

Mr.  Neal.  Have  they  taken  you  up  on  your  invitation?  Is  there 
a  problem  there?  That  is  all  I  am  curious  about. 

Mr.  Levitt.  I  am  not  aware  of  a  problem,  but  I  will  be  in  a  better 
position  to  answer  that  in  a  few  weeks  or  months. 

Mr.  Neal.  OK. 

The  Chairman.  Mr.  Roth. 

Mr.  Roth.  I  appreciate  the  good  testimony  here  this  morning.  In 
the  interest  of  time  I  have  just  one  question. 

Because  of  this  committee  and  wnat  we  deal  with,  I  would  like 
to  know  to  what  extent  do  private  and  public  pension  funds  invest 
in  hedge  funds  and  should  we  in  this  committee  be  concerned  about 
that? 

Maybe  I  will  go  to  the  Comptroller. 

Mr.  Ludwig.  Congressman  Roth,  I  can't  answer  that  question  be- 
cause we  don't  monitor  pension  funds.  The  pension  fund  guarantee 
organization  would  be  the  most  likely  repository  for  that  kind  of  in- 
formation. But  I  will  certainly,  try  to  provide  you  with  an  answer 
in  writing. 

Mr.  Roth.  Well,  Mr.  Ludwig,  I  very  much  appreciate  that  be- 
cause I  am  concerned  about  what  is  happening  with  our  pension 
funds  today.  I  think  we  in  this  committee  have  to  be  sensitive 
about  that.  If  you  would  share  me  that  information  I  would  like  to 
share  it  with  the  rest  of  the  members  of  this  committee. 

Mr.  Ludwig.  I  appreciate  that  concern,  and  I  will  try  to  provide 
you  with  an  answer. 

Mr.  Levitt.  I  would  like  to  say  that  I  am  hopeful  that  the  hedge 
funds  themselves,  when  they  meet  with  us,  will  give  us  some  feel 
for  that.  I  will  also  endeavor  to  work  with  the  Department  of  Labor 
to  determine  the  extent  of  pension  fund  investment  in  hedge  funds. 

Mr.  Roth.  Thank  you. 

The  Chairman.  Thank  you,  Mr.  Roth. 

Ms.  Waters. 

Ms.  Waters.  Thank  you  very  much,  Mr.  Chairman. 

I  missed  part  of  the  testimony,  but  I  quickly  would  like  to  ask, 
is  there  a  consensus  among  our  panelists  that  there  is  a  need  for 
regulation — except  for  Ms.  Holum  who  said  she  did  not  believe 
there  was  a  need  in  the  futures  market — but  is  there  a  consensus 
that  there  is  a  need  for  a  regulation  of  hedge  funds? 

Mr.  Levitt.  I  am  not  prepared  to  come  to  that  conclusion  at  this 
point.  I  don't  think  we  have  enough  information  about  hedge  fund 
activities.  And,  again,  I  am  very  hopeful  that  the  funds  themselves, 
recognizing  the  public  policy  considerations,  will  be  forthcoming  in 
their  discussions  with  us  to  enable  us  to  better  understand  exactly 
what  the  level  of  risk,  if  any,  may  be. 

Ms.  Waters.  Mr.  Ludwig. 

Mr.  Ludwig.  Congress  woman  Waters,  I  think  there  clearly  is  a 
need  for  supervision  of  the  banking  organizations  in  terms  of  their 
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dealings  with  hedge  funds  and  other  trading  entities,  and  we  are 
providing  that  supervision.  That  is  something  we  monitor  closely. 
In  terms  of  supervision  of  the  hedge  funds  themselves,  the  admin- 
istration does  not  have  a  position  on  that  at  this  time. 

Ms.  Waters.  Mr.  LaWare. 

Mr.  LaWare.  At  the  present  time  I  would  not  be  in  favor  of  di- 
rect regulation  of  the  funds.  I  would  have  a  strong  tilt  toward  more 
disclosure,  but  disclosure  perhaps  without  a  formal  regulatory 
overlay. 

Ms.  Waters.  Ms.  Holum,  you  referred  to  self-described  hedge 
funds  I  think  in  your  testimony  I  think  as  I  skimmed  through  it. 
Are  there  hedge  funds  that  are  not  described  as  such  and  is  there 
a  definition  that  is  comprehensive  and  universal? 

Ms.  Holum.  That  is  part  of  the  problem.  There  really  isn't  a  defi- 
nition of  either  who  they  are  or  what  exactly  all  of  their  activities 
are.  But  when  I  referred  to  "self-described"  hedge  funds,  there  are 
funds  who  do  describe  themselves  as  hedge  funds.  As  these  relate 
to  our  markets,  they  would  be  required  to  report  because  of  the  size 
of  their  positions  in  our  markets. 

Ms.  Waters.  Are  you  only  referring  to  self-described  hedge  funds 
that  are  required  to  report  or  do  you  have  a  definition  that  draws 
in  all  of  them? 

Ms.  Holum.  Yes,  they  would  be  drawn  into  our  surveillance  sys- 
tem because  they  are  large  traders.  The  large  trading  requirements 
affect  anyone,  whether  or  not  they  describe  themselves  as  a  hedge 
fund.  For  instance,  commodity  pool  operators  can  be  traders. 

Ms.  Waters.  Why  are  you  laughing,  Mr.  LaWare? 

Mr.  LaWare.  I  am  laughing  because  none  of  us  have  been  able 
to  come  up  with  a  standard  definition.  Let  me  just  read  to  you 
some  of  the  possibilities: 

"An  investment  partnership  or  mutual  fund  that  is  unregulated. 

"One  that  seeks  high  rates  of  return  by  investing  or  trading  in 
virtually  any  form  of  financial  instrument. 

"An  entity  that  takes  long  and  short  positions  and  invests  in 
many  markets. 

"Aji  entity  that  uses  leverage. 

"An  entity  whose  manager  s  compensation  is  based  on  its  finan- 
cial performance." 

And  maybe  all  of  the  above.  So  it  is  a  difficult  one  to  get  a  firm 
and  standard  definition. 

Ms.  Waters.  Well,  thank  you  very  much.  Those  are  all  of  the 
questions  that  I  have. 

I  suppose  we  are  all  in  the  same  place.  There  is  a  question  mark 
behind  what  are  hedge  funds. 

The  Chairman.  Mr.  LaRocco. 

Mr.  LaRocco.  Thank  you,  Mr.  Chairman.  I  will  be  brief. 

I  am  concerned  about  issues  that  Chairman  Levitt  raised  re- 
cently which  get  to  the  heart  of  what  we  are  all  talking  about  here 
today,  and  that  is  the  investor.  I  am  concerned  about  the  small  in- 
vestor and  the  confidence  in  the  market.  I  am  concerned  about  try- 
ing to  define  this  and  trying  to  find  out  what  it  is. 

I  appreciated  Governor  LaWare's  remarks  about  how  derivatives 
have  been  part  of  the  market  for  a  long  time. 
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The  media  have  paid  quite  a  bit  of  attention  to  the  bumps  in  the 
road  recently  and  volatility  in  the  markets.  It  is  important  for  the 
small  investor  to  understand  what  is  going  on  so  they  keep  invest- 
ing too,  and  so  that  the  savings  rate  continues  to  go  up.  But  it  is 
the  safety  and  the  soundness,  the  confidence  in  the  markets,  that 
concerns  me  most. 

You  had  said,  Chairman  Levitt,  you  have  no  oversight  authority 
at  this  point.  Do  you  seek  oversight  authority?  Do  you  think  it 
would  be  helpful? 

I  am  also  interested  in  whether  the  circuit  breakers  that  were 
enacted  into  the  markets  after  the  dramatic  downturns  in  1987 
have  been  helpful  in  any  way  in  dealing  with  this  phenomenon.  It 
would  be  interesting  to  me  to  know. 

Mr.  Levitt.  There  is  no  constituent  more  important  to  the  Com- 
mission today  than  the  individual  investor,  so  I  associate  myself 
with  your  concerns.  And  the  individual  investor,  obviously,  is  im- 
pacted by  something  he  doesn't  understand  and  markets  that  he 
thinks  favor  large  investors  over  small  investors  in  some  fashion. 

I  think  that  the  circuit  breakers  have  been  effective,  and  we  have 
specific  evidence  of  that  effectiveness  in  the  turbulence  of  recent 
markets.  Together,  the  members  of  the  working  committee  are 
evaluating  the  impact  of  market  trauma  and  what  can  be  done  to 
diminish  that  market  trauma. 

In  terms  of  our  own  specific  programs,  we  have  a  Risk  Assess- 
ment Program  and  a  program  that  we  hope  to  have  in  place  for 
large  trader  reporting  to  address  that  issue. 

As  to  whether  we  seek  specific  oversight  and  regulation  of  hedge 
funds,  again,  I  think  it  is  premature.  I  think  that  it  would  be  very 
helpful  if  we  could  forge  a  consensus  on  the  part  of  the  hedge  funds 
to  try  to  diminish  the  public  perception  that  is  of  such  great 
concern. 

Now,  at  the  same  time  I  would  point  out  that  the  Commission 
does  have  authority  to  enforce  the  antifraud  provisions  of  the  Fed- 
eral securities  laws. 

Again,  I  am  hopeful  that  after  working  with  hedge  fund  leaders 
we  will  have  better  information.  Then,  I  can  come  back  to  you  and 
call  for  remedies  or  satisfy  you  with  respect  to  what  the  impact 
hedge  funds  has  on  the  markets  as  a  whole  and  upon  individual 
investors,  and  advise  you  as  to  what  additional  powers,  if  any,  the 
Commission  or  any  other  regulatory  body  may  require  in  terms  of 
monitoring  that  impact. 

Mr.  LaRocco.  Looking  at  some  of  the  references  in  your  testi- 
mony and  going  through  some  of  the  media  reports,  it  seems  that 
the  bond  market  slumps  as  hedge  funds  bail  out;  obviously,  they 
were  meeting  margin  calls.  Would  you  regard  that  as  an  efficient 
market,  considering  the  aggregate  number  of  hedge  funds  that 
probably  got  the  calls  and  bailed  out? 

Mr.  Levitt.  I  think  the  number  of  margin  calls  that  went  out 
during  this  period  were  relatively  modest  as  far  as  we  can  tell.  As 
I  said  in  the  midst  of  market  turbulence,  investors,  spectators,  and 
even  regulators  sometimes  sav,  gosh,  this  is  the  worst  we  have  ever 
seen.  When  we  stepped  back  and  looked  at  it  in  the  context  of 
where  the  market  was  over  the  past  5  or  7  years,  we  found  that 


31 

in  this  instance  the  volatility  was  consistent  with  overall  volatility 
levels. 

So  I  cannot  say  that  that,  in  and  of  itself,  was  cause  for  concern. 
And  the  amount  of  margin  calls,  I  think,  was  within  reason. 

Mr.  LaRocco.  You  had  also  mentioned  that  capital  standards  are 
needed  to  deal  with  appropriate  leverage.  At  what  point  are  you 
satisfied  that  everything  is  in  equilibrium?  It  would  concern  us  all 
if  the  leverage  was  out  of  line,  and  somebody  was  investing  on 
somebody  else's  money;  namely,  the  government's  or 

Mr.  Levitt.  Well,  I  don't  want  to  give  you  the  answer  that  every- 
thing is  just  wonderful,  that  you  called  us  down  to  this  hearing, 
but  mat  you  really  are  wasting  your  time  here. 

This  is  a  terribly  important  issue;  you  are  now  focusing  national 
attention  on  a  phenomenon  that  is  not  adequately  understood.  Cap- 
ital standards,  we  have  found,  are  one  of  the  best  ways  to  get  at 
this.  Now,  what  are  appropriate  capital  standards  is  something 
that  we  have  had  considerable  debate  about,  and  I  think  we  have 
to  spend  more  time  on  that  subject. 

And,  again,  I  am  hopeful  that  in  our  discussions  with  both  the 
hedge  fund  leadership  and  the  risk  assessment  managers  at  the 
various  firms  that  deal  with  hedge  funds,  we  will  be  in  a  better  po- 
sition to  determine  what  adequate  capital  standards  may  be  and 
how  they  might  apply  them. 

Mr.  LaRocco.  I  think  you  make  a  good  point,  and  I  think  the 
American  people  and  this  committee  and  the  whole  Congress  needs 
to  understand  that. 

When  I  was  a  stockbroker,  the  best  call  you  could  ever  get  was 
when  somebody  would  call  up  and  say  that  they  wanted  10,000 
shares  of  a  new  issue  that  is  coming  out  next  week.  And,  lo  and 
behold,  it  was  a  hedge  fund  that  wanted  you  to  get  that  stock  so 
that  they  could  flip  it.  Long  term  was  after  lunch,  and  we  knew 
that  the  margin  department  and  the  syndicate  department  didn't 
want  to  deal  in  that  fashion.  And  while  we  wanted  the  commis- 
sions, they  didn't  want  to  put  that  kind  of  stock  on  the  street. 

We  have  a  very  broad  definition  of  hedge  fund,  and  the  remark- 
able thing  that  has  happened  today  in  this  committee  is  that  Mrs. 
Clinton  has  not  been  denned  as  a  hedge  fund. 

Mr.  Levitt.  Before  we  leave  the  question  of  capital  standards,  I 
think  it  is  important  to  point  out  that  capital  standards  should  be 
high  enough  to  absorb  significant  market  shocks,  but  not  so  high 
that  they  strangle  the  business,  which  I  think  is  extremely  impor- 
tant to  the  economy  and  to  the  system. 

I  think  the  key  here  is  to  make  sure  that  capital  standards  are 
objective  and  that  they  are  reliable.  We  can't  set  low  capital  stand- 
ards which  are  unsafe  just  to  keep  business  on  shore.  By  the  same 
token,  you  do  not  want  to  strangle  a  business  and  an  industry  that 
I  think  is  fundamental  to  the  system.  So  what  we  are  talking  about 
here  is  balance. 

Mr.  LaRocco.  That  is  right.  And  to  use  the  mechanisms  that  you 
have  now  to  see  what  is  in  the  market  so  we  don't  have  any 
debacles. 

For  example,  Chairperson  Holum  talked  about  monitoring  large 
positions.  I  assume  that  that  supervision  comes  into  play  based  on 
the  Hunt  brothers'  back  in  the  early  1980's  when  they  were  build- 
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ing  big  positions  in  silver  and  driving  the  market  up  to  almost  $50 
an  ounce.  That  wasn't  an  efficient  market,  but  it  happened  in  the 
commodities  market.  We  can't  do  that  anymore. 

Because  you  are  watching  these  positions  through  the  wonders 
of  technology  and  computers,  you  can  figure  out  what  is  going  on. 
We  are  just  hoping  you  are  using  all  of  that,  and  that  it  gets  the 
job  done.  I  haven  t  made  any  judgment  regarding  whether  Con- 
gress needs  to  act,  but,  like  you,  I  am  concerned  about  the  small 
investor,  and  I  was  concerned  about  the  silver  miners  in  my  dis- 
trict when  all  of  that  was  going  on. 

It  is  not  fair  to  the  American  people,  and  I  appreciate  your 
concern. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Well,  thank  you,  Mr.  LaRocco. 

The  Hunt  brothers  expedition  to  corner  the  silver  market — unfor- 
tunately, it  involved  over  20  billion  dollars'  worth  of  bank  credit. 
That  was  the  unfortunate  thing.  The  Hunt  brothers  ended  up  in 
bankruptcy  and  were  brought  into  court  by  the  banks,  so,  you 
know,  even  then 

However,  Mr.  Vento  has  requested  an  opportunity  to  ask  two  ad- 
ditional questions,  and  I  just  ask  him  to  be  brief  because  we  have 
the  other  panel,  and  they  nave  been  waiting  here  patiently. 

Mr.  Vento.  Mr.  Chairman,  thank  you.  I  thank  the  members  for 
the  courtesy. 

One  of  the  concerns  that  I  have  is  the  nature  of  derivatives  or 
hedge  funds  or  delta  hedges,  seem  to  lend  themselves  to  insider  in- 
formation use.  Is  there  any  indication  of  this  in  terms  of  investiga- 
tions or  violations  that  have  been  revealed  by  either? 

Time  is  brief  so  I  just  need  a  brief  answer  from  both  of  you,  and 
I  have  another  question  on  capital  from  Mr.  Schumer. 

Ms.  Holum.  Certainly,  not  on  our  exchanges.  We  have  not  seen 
any  indication  of  that. 

Mr.  Levitt.  I  am  really  not  in  a  position  to  comment  as  a  matter 
of  policy  about  any  investigations  tnat  we  are  currently  engaged  in. 

Mr.  Vento.  I  appreciate  that,  Mr.  Levitt,  and  I  wouldn't  want 
you  to  violate  the  confidentiality  of  an  investigation. 

But  I  iust  think  it  is  something  that  because  these  types  of  funds 
tend  to  lend  themselves  to  and  the  nature  of  what  is  going  on,  too, 
I  think  the  interest  is  that  because  as  banks  make  these  loans, 
even  though  they  may  be  small,  the  impact  on  the  market  may  be 
great.  It  is  a  use  of  public  institutions  here,  and  they  end  up  hav- 
ing knowledge  themselves  that  end  up  trading  the  same  derivatives 
and  other  types  of  instruments  which  are  now  becoming  more  com- 
mon, whether  they  are  understood  or  not.  Another  question,  Mr. 
Ludwig,  is  the  idea  of  banks  actually  making  the  loans.  They  know 
what  is  happening  and  what  the  correlation  is,  so  I  think  that  is 
a  path  that  we  have  to  pursue,  Mr.  Chairman.  I  know  from  your 
staff  that  that  is  your  intention. 

Mr.  Levitt.  Mr.  Vento,  may  I  supplement  my  response  to  you  to 
say  that  I  can  recall  several  cases  that  the  Commission  has 
brought  involving  allegations  of  wrongdoing  by  hedge  funds,  but  in 
most  of  those  cases  the  Commission  was  focusing  on  fraud  either 
in  the  offering  of  partnership  interests  or  in  the  operation  of  the 
fund. 
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The  Commission  has  also  brought  at  least  one  case  alleging  that 
the  sales  of  partnership  interests  violated  the  registration  provi- 
sions of  the  Securities  Act.  And  in  another  case  the  Justice  Depart- 
ment brought  a  criminal  case,  a  successful  criminal  case,  based 
upon  a  market  manipulation  scheme. 

Mr.  Vento.  I  am  also  mindful  of  the  tremendous  fees  that  are 
charged  and  profit  sharing  that  goes  on.  It  seems  to  me  that  those 
are  very  unusual  in  terms  of  what  had  been  more  or  less  a  disclo- 
sure and  otherwise  forthright  representations  as  to  what  happens 
in  these  particular  instrument  which  again  inures  to  the  benefit  of 
the  broker  or  the  CPO,  as  Chairperson  Holum  refers  to  them  in  her 
testimony. 

Mr.  Chairman,  Mr.  Schumer  is  really  interested  in  the  same 
topic  that  you  had  raised  with  regards  to,  I  think,  your  inverted 
pyramid.  Yes,  we  were  listening.  Arid  that  is  to  say  that  he  is  talk- 
ing about  that  he  had  read  that  some — this  is  Congressman  Schu- 
mer— some  hedge  funds  are  leveraged.  That  is,  the  operators  bor- 
row up  to  10  times  the  amount  of  capital  originally  invested. 

And  then,  however — that  is  the  originator  of  it — then  the  inves- 
tors who  provide  the  capital  also  borrow.  So  there  ends  up  being 
a  double  leveraging  effect  in  terms  of  what  is  going  on  here.  And 
he  is  very  concerned  about  that. 

And  I  am  not  saying,  Mr.  Chairman,  with  regards  to  this  whole 
capital  discussion  that  Governor  LaWare  has  pointed  out  that  de- 
rivatives and  these  sorts  of  instruments  are  common.  It  seems  to 
me,  though,  Governor,  that  there  is  a  new  utilization  and  growth 
in  these.  That  should,  as  is  underscored  by  Chairman  Levitt,  de- 
mand the  attention  of  the  regulators.  I  take  it  even  though  you  are 
saying  they  have  been  around  you  recognize  the  utilization  of  them 
today  is  significantly  different. 

I  must  say  that  in  terms  of  risk-based  capital  we  are  measuring 
credit  risk,  not  interest  rate  risk,  not  market  risk  insofar  as  mark- 
ing to  market. 

That  is  an  instant  value.  That  doesn't  talk  about  what  the  future 
or  the  past  has  been  in  terms  of  what  we  use  in  terms  of  looking 
although  risk  in  other  categories  where  we  have  instruments  in 
play.  And  there  is  a  lot  of  problems  with  this  in  terms  of  even  the 
issue  of  capital  and  core  capital  requirements  for  hedging  on  Treas- 
ury bonds.  I  mean,  the  fact  that  they  are  Treasury  and  then  we 
have  different  capital  requirements  is  absolutely  ridiculous  because 
the  whole  thing  is  an  interest  rate  risk  issue. 

Mr.  La  Ware.  That  is  why  we  have  the  leverage  ratio  as  an  addi- 
tional capital  measurement  in  the  absence  of  an  international 
agreement  on  an  effective  risk-based  capital  assignment  or  specifics 
of  interest  rate  risk  and  market  risk.  And  those  are  in  the  process 
of  being  developed,  but  they  are  not  there  yet.  And  in  the  interim 
we  impose  the  leverage  ratio  on  bank  capital  to  recognize  that, 
even  in  Treasury  securities,  there  is  a  risk  that  can  be  caused  by 
interest  rate  fluctuations.  And  so  it  isn't  an  uncovered  matter  at 
all. 

Mr.  Ludwig.  I  might  add  to  that  just  a  point  of  clarification  that 
the  interest  rate  risk  capital  rules  are  out  for  comment,  and  the 
market  risk  capital  rules  are  currently  being  discussed  at  Basel.  I 
went  to  the  last  Basel  meeting  for  the  purpose  of  participating  in 
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the  discussion  of  those  market  risk  capital  rules.  Members  of  my 
staff  have  been  meeting  and  will  be  meeting  in  the  next  several 
months  with  delegations  from  other  countries  on  capital  require- 
ments based  on  market  risk. 

Mr.  Vento.  Mr.  Chairman,  thank  you.  I  am  aware  the  question 
I  asked  for  Mr.  Schumer  touched  primarily  on  some  of  the  mate- 
rials that  Chairman  Levitt  and  others  were  raising  with  regard  to 
this  in  terms  of  this  double  leveraging,  and  I  think  he  would  like 
an  answer  to  that  question. 

The  Chairman.  Well,  Mr.  Vento,  I  have  asked  unanimous  con- 
sent that  all  members,  absent  as  well — some  have  indicated  they 
will  have  questions  in  writing  for  the  panel,  and  I  presume  they 
will  submit  them  in  time,  by  the  time  we  receive  the  transcript  of 
the  hearing,  so  anything  further,  I  think,  if  we  could  submit  in 
writing. 

Mr.  vento.  Thank  you,  Mr.  Chairman. 

The  Chairman.  We  must  proceed. 

I  wanted  to  ask  unanimous  consent  to  place  on  the  record  some- 
thing that  came  over  the  wire  with  a  dateline — well,  it  is  the  Reu- 
ters Service,  dateline  Cincinnati.  It  says: 

Procter  &  Gamble,  the  consumer  products  giant,  said  Tuesday  it 
was  badly  burned  by  investing  in  two  exotic  financial  contracts, 
created  $102  million  after  tax  charge  in  the  third  quarter.  It  said 
it  had  invested  in  two  interest  rate  swaps,  a  financial  derivative  in 
which  two  parties  exchange  interest,  and  so  forth,  and  so  forth. 

The  other  thing,  one  last  thing — and  I  can't  help  but  comment 
on  this  because  the  witnesses  have  referred  to  the  15  percent  single 
lender  limitation. 

And  I  recall  vividly  that  in  1984  the — Continental  Illinois  was  so 
exposed  that  a  shopping  mall  bank,  Penn  Square  in  Oklahoma,  was 
able  to  come  in  and  far  exceed  that  15  percent  limitation  without 
anybody  really  noticing.  And,  of  course,  that  wasn't  the  immediate 
cause,  but  it  was  a  contributing — one  of  the  immediate  contributing 
things  that  gave  rise  to  the  questions.  But  the  immediate  cause  of 
its  downfall  was  the — in  3  days'  time — the  withdrawal  of  over  $8 
billion  in  deposits  by  German  and  Japanese  investors  who  got 
nervous  when  they  read  about  this  other  exposure. 

So  we  come  to  what  Chairman  Levitt  said,  and  that  is  that  we 
are  not  living  in  an  ideal  world  and  you  do  the  best  you  can.  And 
I  recognize  that,  and  I  want  to  render  my  respect  because  of  the 
efforts  you  are  making.  But  also  the  limitations  that  we  can't  legis- 
late for  angels  in  the  world.  We  have  to  legislate  for  those  things 
that  the  Congress  and  this  committee  have  a  responsibility  to  safe- 
guard the  safety  and  soundness  of  the  banking  and  financial  sys- 
tem. That  is  the  plain  duty. 

Thank  you  very  much  again.  You  have  been  most  helpful. 

Our  next  panel,  it  is  a  one-member  panel.  And  I  apologize  to  you 
for  the  lengthy  wait,  Mr.  George  Soros. 

We  are  nonored  to  have  the  most  distinguished  and  respected 
and  loved  colleague  from  California,  Mr.  Lantos,  as  I  understand 
it — correct  me  if  I  am  wrong — a  fellow  countryman.  We  are  hon- 
ored to  have  Congressman  Lantos  present  to  the  committee,  and 
introduce,  Mr.  Soros.  I  just  love  to  hear  Mr.  Lantos'  pronunciation 
of  Soros. 
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Mr.  Lantos.  Well,  thank  you  very  much,  Mr.  Chairman  and 
members  of  the  committee.  I  am  delighted  to  take  advantage  of 
this  opportunity  of  introducing  my  very  good  friend  of  long  stand- 
ing, George  Soros. 

I  am  really  pleased  for  two  reasons,  Mr.  Chairman,  first,  because 
it  will  give  me  an  opportunity  to  spend  a  moment  on  his  activities 
outside  of  the  hedge  fund  arena,  and,  second,  because,  once  and  for 
all,  I  hope  the  proper  pronunciation  of  his  name  will  penetrate  the 
consciousness  of  the  committee. 

As  you  indicated,  George  Soros  and  I  have  had  the  good  judg- 
ment of  selecting  the  same  native  city,  and  I  am  very  familiar  with 
his  activities  outside  of  his  business.  As  you  probably  know — I  am 
sure  you  do— nduring  the  1980's  Mr.  Soros  played  a  pivotal  role  in 
the  gradual  transformation  of  totalitarian  societies  in  central  and 
eastern  Europe.  I  followed  those  activities  at  close  range,  and  I  sus- 
pect that  when  the  history  books  are  written  his  name  will  be  one 
of  the  names  that  will  be  mentioned  with  great  appreciation  for  the 
pattern  of  bringing  about  the  metamorphosis  of  totalitarian  sys- 
tems in  central  ana  eastern  Europe. 

Since  the  collapse  of  the  Soviet  Union,  his  activities  have  focused 
on  making  the  democratic  transformation  substantive.  While  I 
have  no  idea  of  the  exact  amount  of  his  philanthropic  activities  in 
central  and  eastern  Europe  and  in  the  former  Soviet  Union,  I  know 
it  runs  into  hundreds  of  millions  of  dollars,  and  I  would  like  to  just 
indicate  two  or  three  of  the  items  that  have  been  of  greatest  inter- 
est to  me. 

Perhaps  in  terms  of  global  ramifications  his  attempt  to  fund  sci- 
entists in  the  former  Soviet  Union  so  they  will  not  be  hired  away 
by  rogue  States  like  Iran  or  Iraq  or  Libya  is  going  to  prove  to  be 
the  most  significant.  I  believe  this  was  a  very  expensive  and  a  very 
worthwhile  undertaking. 

He  has  also  been  engaged  through  his  almost  two  dozen  founda- 
tions in  attempting  to  provide  a  whole  new  set  of  textbooks  written 
from  an  objective  and  democratic  vantage  point  in  Russia  and 
many  of  the  other  countries  that  we  are  talking  about. 

I  suspect  you  are  familiar,  Mr.  Chairman,  in  the  interest  Mr. 
Soros  has  taken  in  founding  the  first  private  truly  free  university 
in  central  Europe,  the  Central  European  University. 

I  must  admit  that  I  am  unfamiliar  with  his  activities  with  re- 
spect to  the  hedge  fund  because  this  is  not  an  arena  where  my 
competence  as  an  economist  is  particularly  strong,  but  I  thought  it 
is  important  to  indicate,  as  you  are  about  to  listen  to  his  presen- 
tation on  the  hedge  fund  issue,  that  here  we  have  an  individual 
who  has  taken  his  public  responsibility  as  someone  who  has  both 
the  intellectual  capability  and  vision  of  seeing  a  democratic  society 
unfold  in  central  and  eastern  Europe  and  the  former  Soviet  Union 
very  seriously. 

I  am  very  pleased  to  present  my  good  friend  of  long  standing,  Mr. 
George  Soros. 

The  Chairman.  Thank  you  very  much,  Congressman.  We  really 
deeply  appreciate  it.  I  know  how  busy  you  are,  and  you  have  some 
floor  responsibilities. 

Mr.  Lantos.  Let  me  just  say  before  I  leave,  Mr.  Chairman,  that 
I  want  to  congratulate  you  for  again  being  at  the  cutting  edge  of 
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an  extremely  important  subject  matter,  and  I  will  follow  the  pro- 
ceedings as  a  former  member  of  your  committee  with  great 
interest. 

The  Chairman.  Well,  thank  you  very  much.  You  have  neglected 
to  give  us  the  name  of  your  birthplace,  your  mutual  birthplace. 

Mr.  Lantos.  It  is  the  city  of  Budapest,  and  I  cannot  testify  as 
to  whether  it  was  Buda  or  Pest  where  George  was  born,  but  we 
share  this  heritage. 

The  Chairman.  I  think  it  is  great.  You  know  how  we  feel  about 
you,  so  thank  you  very  much  for  coming  to  be  with  us. 

Mr.  Lantos.  Thank  you,  Mr.  Chairman. 

The  Chairman.  Incidentally,  I  am  aware  of  the  fact  and  I  knew 
before  I  read  about,  and  I  wish  I  could  say  I  could  pronounce  the 
name  of  Mr.  Soros.  He  wrote  a  book,  a  very  good  book  in  general, 
I  think  his  philosophy  and  achievements,  and  I  was  aware  of  it.  In 
fact,  I  borrowed  it  from  the  Library  of  Congress  and  read  it  long 
before — I  forget  how  I  came  across  it. 

Anyway,  thank  you  very  much,  Mr.  Soros,  for  accepting  our  invi- 
tation and  also  for  the  statement  that  I  have  had  a  chance  to  ex- 
amine a  little  bit  hastily  because  I  saw  it  this  morning  early,  but 
I  thought  very  responsive  to  our  letter  of  invitation. 

So  you  may  proceed  as  you  deem  best.  You  may  wish  to  extem- 
porize or  you  may  wish  to  read. 

STATEMENT  OF  GEORGE  SOROS,  SOROS  FUND  MANAGEMENT; 
ACCOMPANIED  BY  ROBERT  A.  JOHNSON  AND  GARY  S. 
GLADSTEIN 

Mr.  Soros.  Thank  you  very  much,  and  I  wanted  to  thank  Con- 
gressman Lantos  for  his  kind  introduction. 

I  am,  of  course,  here  in  a  very  different  capacity  as  hedge  fund 
manager,  but  there  is  a  little  connection  between  tne  two  activities 
because  in  the  countries  where  I  have  foundations  I  have  been  ac- 
cused with  all  kinds  of  malicious  lies  as  to  how  I  make  my  money, 
so  I  am  very  glad  to  have  this  opportunity  to  set  the  record 
straight,  and  I  think  that  there  is  a  lot — there  are  a  lot  of  mis- 
conceptions about  hedge  funds,  so  if  I  can  help  to  demystify  it,  I 
would  be  very  happy  to  do  so. 

I  would  like  to  mention  I  have  got  Rob  Johnson,  one  of  mv  part- 
ners, here,  and  Gary  Gladstein,  who  is  another  partner  of  mine. 
Rob  Johnson  was  the  chief  economist  of  the  Senate  Banking  Com- 
mittee in  1987. 

Mr.  Schumer.  Did  he  say  he  was  the  chief  economist  of  the  Sen- 
ate Banking  Committee? 

Mr.  Johnson.  That  is  correct. 

Mr.  Schumer.  We  won't  hold  that  against  you. 

Mr.  Soros.  But  it  is  not  only  for  personal  reasons  that  I  welcome 
this  opportunity  to  testify  before  your  distinguished  committee. 

I  believe  that  you  are  right  to  be  concerned  about  the  stability 
of  financial  markets  because  financial  markets  have  the  potential 
of  becoming  unstable  and  require  constant  and  diligent  supervision 
to  prevent  serious  dislocations.  Recent  price  volatility,  particularly 
in  the  market  for  interest  rate  instruments,  suggests  that  it  is  ap- 
propriate to  take  a  close  look  at  the  way  markets  operate. 


37 

I  must  state  at  the  outset  that  I  am  in  fundamental  disagree- 
ment with  the  prevailing  wisdom.  The  generally  accepted  theory  is 
that  financial  markets  tend  toward  equilibrium  and,  on  the  whole, 
discount  the  future  correctly.  I  operate  on  a  different  theory  accord- 
ing to  which  financial  markets  can't  possibly  discount  the  future 
correctly  because  they  don't  merely  discount  the  future  but  they 
help  to  shape  it. 

In  certain  circumstances,  financial  markets  can  affect  the  so- 
called  fundamentals  which  they  are  supposed  to  reflect,  and  when 
that  happens  markets  enter  into  the  state  of  dynamic  disequilib- 
rium and  behave  quite  differently  from  what  would  be  considered 
normal  by  the  theory  of  efficient  markets.  Such  boom-bust  se- 
quences don't  occur  very  often,  but,  when  they  do,  they  can  be  very 
disruptive,  exactly  because  they  affect  the  fundamentals  of  the 
economy. 

The  time  is  not  sufficient  to  elaborate  my  theory.  I  have  done  so 
in  my  book  that  I  think  you  referred  to,  "The  Alchemy  of  Finance." 

The  only  theoretical  point  that  I  need  to  introduce  here  is  that 
a  boom-bust  sequence  can  develop  only  if  the  market  is  dominated 
by  trend-following  behavior.  By  trend  following,  I  mean  people  buy- 
ing in  response  to  rising  prices  and  selling  in  response  to  falling 
prices  in  a  self-reinforcing  manner.  Lopsided  trend-following  behav- 
ior is  necessary  to  produce  a  violent  market  crash,  but,  of  course, 
it  is  not  sufficient  to  bring  it  about. 

The  key  question  you  need  to  ask  then  is,  what  generates  trend- 
following  behavior?  Hedge  funds  may  be  a  factor  and  you  are  justi- 
fied in  taking  a  look  at  them,  although,  as  far  as  my  hedge  funds 
are  concerned,  I  think  you  are  looking  in  the  wrong  place. 

There  are  at  least  two  other  factors  which  I  consider  much  more 
relevant  and  deserving  of  closer  scrutiny.  One  is  the  role  of  institu- 
tional investors  in  general  and  mutual  funds  in  particular,  and  the 
second  is  the  role  of  derivative  instruments. 

The  trouble  with  institutional  investors  is  that  their  performance 
is  usually  measured  relative  to  their  peer  group  and  not  by  an  ab- 
solute yardstick.  This  makes  them  trend  followers  by  definition.  In 
the  case  of  mutual  funds,  this  tendency  is  reinforced  by  the  fact 
that  they  are  open-ended.  When  money  is  pouring  in,  they  tend  to 
maintain  less  than  normal  cash  balances  because  they  anticipate 
further  inflows;  and  when  the  money  is  pouring  out,  they  need  to 
raise  cash  to  take  care  of  redemptions.  There  is  nothing  new  about 
this,  but  mutual  funds  have  grown  tremendously,  even  more  than 
hedge  funds,  and  they  have  many  new  and  inexperienced  share- 
holders who  have  never  invested  in  the  stock  market  before. 

The  trouble  with  derivative  instruments  is  that  those  who  issue 
them  usually  protect  themselves  against  losses  by  engaging  in  so- 
called  delta  or  dynamic  hedging.  Dynamic  hedging  means,  in  effect, 
that  if  the  market  moves  against  the  issuer,  the  issuer  is  forced  to 
move  in  the  same  direction  as  the  market,  and  thereby  amplify  the 
initial  price  disturbance. 

As  long  as  price  changes  are  continuous,  no  great  harm  is  done 
except  perhaps  higher  volatility  which  in  turn  increases  the  de- 
mand for  derivative  instruments.  But  if  there  is  an  overwhelming 
amount  of  dynamic  hedging  to  be  done  in  the  same  direction,  price 
movements  may  become  discontinuous.  This  raises  the  specter  of  fi- 
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nancial  dislocations.  Those  who  need  to  engage  in  dynamic  hedging 
but  cannot  execute  their  orders  may  suffer  catastrophic  losses. 

Dynamic  hedging  in  effect  transfers  the  risk  from  customers  to 
the  market  makers,  and  when  market  makers  all  want  to  delta 
hedge  in  the  same  direction  at  the  same  time  there  are  no  takers 
on  the  other  side  and  the  market  breaks  down.  That  is  what  hap- 
pened in  the  stock  market  crash  of  1987.  The  main  culprit  was  the 
excessive  use  of  portfolio  insurance,  and  portfolio  insurance  is  noth- 
ing but  a  method  of  dynamic  hedging. 

The  authorities  have  since  introduced  regulations,  so-called  cir- 
cuit breakers,  which  render  portfolio  insurance  impractical,  but 
other  instruments  which  rely  on  dynamic  hedging  have  mush- 
roomed. They  play  a  much  more  bigger  role  in  the  interest  rate 
markets  than  in  the  stock  market,  and  those  are  the  markets 
which  have  been  most  relevant  in  recent  weeks. 

The  explosive  growth  in  derivative  instruments  holds  other  dan- 
gers. There  are  so  many  of  them  and  some  of  them  are  so  esoteric 
that  the  risks  involved  may  not  be  properly  understood  even  by  the 
most  sophisticated  investors,  and  I  am  supposed  to  be  one.  Some 
of  those  instruments  appear  to  be  specifically  designed  to  enable  in- 
stitutional investors  to  take  gambles  which  they  would  not  other- 
wise be  permitted  to  take. 

For  example,  some  bond  funds  have  invested  in  synthetic  bond 
issues  which  carry  a  tenfold  or  twentyfold  multiple  of  the  normal 
risk  within  defined  limits.  And  some  other  instruments  offer  excep- 
tional returns  because  they  carry  the  seeds  of  a  total  wipeout.  It 
was  instruments  of  this  sort  which  forced  the  liquidation  of  a  $600 
million  fund  specializing  in  the  so-called  toxic  waste  or  residue  of 
collateralized  mortgage  obligations  that  generated  a  selling  climax 
in  the  U.S.  bond  market  on  April  4. 

The  issuers  of  many  of  these  derivative  instruments  are  commer- 
cial and  investment  banks.  In  the  case  of  a  meltdown,  the  regu- 
latory authorities  may  find  themselves  obliged  to  step  in  to  pre- 
serve the  integrity  of  the  system.  It  is  in  tnat  light  mat  the  au- 
thorities have  both  the  right  and  an  obligation  to  supervise  and 
regulate  derivative  instruments. 

Generally,  hedge  funds  don't  act  as  issuers  or  writers  of  deriva- 
tive instruments.  They  are  more  likely  to  be  customers.  Therefore, 
they  constitute  less  of  a  risk  to  the  system  than  the  dynamic  hedg- 
ers  at  the  derivatives  desks  of  financial  intermediaries.  So  please 
don't  confuse  dynamic  hedging  with  hedge  funds.  They  have  noth- 
ing in  common  except  the  word  "hedge." 

So  what  are  hedge  funds?  Nowadays,  the  term  is  applied  so  in- 
discriminately that  it  covers  a  wide  range  of  activities.  There  is  as 
little  in  common  between  mv  type  of  hedge  fund  and  the  hedge 
fund  that  was  recently  liquidated  as  between  a  hedgehog  and  the 
people  who  cut  the  hedges  in  the  summer.  The  only  thing  we  have 
in  common  is  that  the  managers  are  compensated  on  the  basis  of 
performance  and  not  as  a  fixed  percentage  of  assets  on  the 
management. 

Our  type  of  hedge  fund  invests  in  a  wide  range  of  securities  and 
diversifies  its  risk  by  hedging,  leveraging,  and  operating  in  many 
different  markets.  It  acts  more  like  a  sophisticated  private  investor 
than  an  institution  handling  other  people's  money.  Since  it  is  re- 
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warded  on  absolute  performance,  it  provides  a  healthy  antidote  to 
the  trend  following  behavior  of  institutional  investors. 

But  the  fee  structure  of  hedge  funds  is  not  perfect.  Usually  there 
is  an  asymmetry  between  the  upside  and  the  downside.  The  man- 
agers take  a  share  of  the  profits  but  not  of  the  losses.  The  losses 
are  usually  carried  forward.  And  as  a  manager  slips  into  minus  ter- 
ritory he  has  a  financial  inducement  to  increase  the  risk  to  get 
back  into  positive  territory  rather  than  to  retrench  as  he  ought  to. 
This  feature  was  the  undoing  of  the  hedge  fund  industry  in  the  late 
1960's,  just  as  I  entered  the  business. 

I  am  proud  to  say  that  the  Quantum  Group  of  Funds  with  which 
I  am  associated  is  exempt  from  this  weakness  because  the  man- 
agers have  a  substantial  ownership  interest  in  the  funds  that  they 
manage,  and  that  is  a  key  point.  Our  ownership  is  a  direct  and 
powerful  incentive  to  practice  sound  money  management. 

At  Soros  Fund  Management  we  have  an  operating  history 
stretching  over  25  years  during  which  we  have  not  had  a  single  oc- 
casion when  we  could  not  meet  a  margin  call.  We  use  options  and 
more  exotic  derivatives  sparingly.  Our  activities  are  trend  bucking 
rather  than  trend  following.  We  try  to  catch  new  trends  early  and 
in  later  stages  we  try  to  catch  the  reversal  of  the  trend.  Therefore, 
we  tend  to  stabilize  rather  than  destabilize  the  market,  but  we  are 
not  doing  this  as  a  public  service.  It  is  just  our  style  of  making 
money.  So  I  must  reject  any  assertion  or  implication  that  our  ac- 
tivities are  harmful  or  destabilizing. 

That  leaves,  however,  one  other  area  of  concern.  We  do  use  bor- 
rowed money,  and  we  could  cause  trouble  if  we  failed  to  meet  a 
margin  call.  In  our  case,  the  risk  is  remote,  but  I  cannot  speak  for 
all  hedge  funds. 

It  has  been  our  experience  that  banks  and  securities  firms  exer- 
cise great  care  in  establishing  and  monitoring  our  activities.  As  we 
mark  our  portfolios  to  market  daily  and  communicate  with  them 
regularly,  they  can  easily  monitor  their  credit  exposure.  I  believe 
it  is  a  sound  and  profitable  business  for  them  and  a  far  sight  easier 
to  monitor  than  most  of  their  other  activities. 

Nevertheless,  this  is  an  area  that  the  regulatory  authorities  need 
to  supervise  and,  if  necessary,  regulate.  If  regulations  are  to  be  in- 
troduced, they  ought  to  apply  to  all  market  participants  equally.  It 
would  be  wrong  to  single  out  the  hedge  funds. 

If  it  comes  to  regulations,  beware  of  the  unintended  con- 
sequences. For  instance,  it  may  seem  advisable  to  introduce  margin 
regulations  on  currency  and  bond  transactions,  just  as  there  are  on 
stock  transactions,  but  it  may  drive  market  participants  to  the  use 
of  options  and  other  derivative  instruments  which  may  be  more  de- 
stabilizing. And,  in  fact,  one  of  the  driving  forces  behind  the  devel- 
opment of  derivatives  was  to  escape  regulation. 

I  should  like  to  draw  a  distinction  between  supervision  and  regu- 
lation. I  am  for  maximum  supervision  and  minimum  regulation.  I 
should  also  like  to  draw  a  distinction  between  information  gather- 
ing and  disclosure.  I  think  the  authorities  need  a  lot  more  informa- 
tion than  the  general  public.  In  fact,  information  we  are  legally 
obliged  to  disclose  has,  on  occasion,  caused  unwarranted  price 
movements. 
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Let  me  conclude  by  saying  that  this  is  a  propitious  moment  to 
assess  the  new  risks  created  by  new  instruments  and  other  new  de- 
velopments because  financial  markets  have  suffered  a  serious 
enough  correction  that  an  inquiry  of  this  kind  is  unlikely  to  precipi- 
tateTthe  kind  of  dislocation  which  it  ought  to  prevent. 

I  should  like  to  emphasize  that  I  see  no  imminent  danger  of  a 
market  crash  or  meltdown.  We  have  just  punctured  a  bit  of  a  bub- 
ble that  has  developed  in  asset  values.  As  a  result,  market  condi- 
tions are  much  healthier  now  than  they  were  at  the  end  of  last 
year,  and  I  don't  think  that  the  investors  should  be  unduly  fearful 
at  this  time. 

This  concludes  my  general  remarks,  and  I  am  at  your  disposal 
for  questions. 

[The  prepared  statement  of  Mr.  George  Soros  can  be  found  in  the 
appendix.] 

The  Chairman.  Thank  you  very,  very  much,  Mr.  Soros.  You  cer- 
tainly have  given  us  a  greater  dimension  of  understanding,  and  for 
that  we  are  in  your  debt.  And  I  again  say  that  we  are  very  grateful 
that  you  were  able  to  answer  our  invitation  and  be  here  with  us 
this  morning. 

I  have  been  expressingconcern  I  guess  for  the  past  5  years — 4 
years — about  the  dollar.  That  is,  my  assessment  from  reports  and 
accounts  that  I  have  gotten  from  those  that  cover  such  matters  is 
that  the  value  of  the  dollar;  that  is,  it  has  lost  two-thirds  of  its 
value  within  the  last  15  years  as  to  the  Japanese  yen,  for  example, 
or  the  German  Deutschemark. 

That  has  bothered  me,  but  the  thing  that  worries  me  the  most 
is  what  I  was  going  to  ask  you  because  I  don't  know  if  it  is  even 
the  proper  question.  But  I  think  that  I  want  to  take  advantage  of 
your  immense  background  and  knowledge  in  this  area.  Do  you  see 
any  trouble,  any  danger,  as  to  the  dollar  in  effect  being  replaced 
as  the  international  reserve  currency  unit  effectively? 

To  some  extent,  I  think  we  have  seen  that.  But  what  I  mean  is 
an  active  effective  substitution.  It  seems  to  me  for  some  time  that 
the  danger  was  because  a  possibility — I  don't  know  about  the  prob- 
ability, that  is  what  I  was  going  to  ask  you — that  there  could  be 
a,  say,  some  of  the  leading  nations,  it  seems  to  me  all  they  would 
have  to  do  is  pool  their  reserves,  nationalize  a  unit,  a  currency 
unit,  and  in  effect  could  replace  the  dollar. 

The  danger,  as  I  see  it — and  I  have  been  praying  that  I  am  abso- 
lutely dead  wrong,  don't  get  me  wrong  about  that — is  that  since  we 
have  in  the  meanwhile  built  up  such  a  tremendous  debt  overhang, 
not  only  governmental  but  corporal,  and  among  us  generally,  the 
citizenry,  that  for  the  first  time — and  I  have  pointed  this  out  and 
as  far  as  I  know  I  have  never  been  rebutted — we  are  the  only  coun- 
try that  has  had  the  privilege  used  to  irritate  the  French  leader 
very  much.  He  called  it  the  arrogant  American  privilege  of  paying 
our  debts  in  our  own  currency. 

But  should  the  dollar  be  replaced  and  we  would  have  to  be  pay- 
ing this  huge  debt  in  somebody  else's  currency,  do  you  see  that  as 
a  probability  or  anything  that  we  should  be  worried  with? 

Mr.  Soros.  I  think  you  are  right  to  be  concerned  about  this  in 
the  general  and  theoretical  sense,  but  I  don't  see  any  imminent  or 
practical  danger.  I  think  that  the  period  of  rapidly  rising  debt  and 
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also  period  of  rapid  inflation  is  behind  us  and  I  hope  not  about  to 
return,  so  I  don't  think  it  is  an  imminent  danger  at  the  present 
time. 

I  would  make  only  one  comment,  that  we  have  had  a  tendency 
in  the  course  of  trade  negotiations  with  Japan  to  engage  in  a  cer- 
tain amount  of  dollar  bashing,  talking  down  the  dollar,  and  I  think 
that  is  actually  quite  harmful  both  for  the  standing  of  the  dollar 
as  an  international  reserve  currency  and  also  for  the  stability  of 
the  markets. 

The  Chairman.  Well,  thank  you  very  much.  That  is  very  enlight- 
ening. 

I  was  going  to  also  ask  you,  and  I  have  a  little  time,  on  the  bank 
trading  accounts  which  even  the  last  panel  expressed,  they  agreed 
that  there  should  be  concern.  At  the  top  bank  assets  under  man- 
agement in  bank  trading  accounts  has  grown  over  500  percent  over 
the  past  4  years,  and,  in  fact,  they  are  considerably  larger  than  the 
so-called  assets  of  hedge  funds.  In  what  ways  do  the  so-called 
hedge  funds  compete  with  the  bank  trading  accounts,  if  any? 

Mr.  Soros.  I  don't  consider  them — we  are  basically  customers  of 
banks,  not  competitors,  but  they  do  have  proprietary  trading 
accounts. 

The  Chairman.  That  is  what  I  am  referring  to. 

Mr.  Soros.  They  are  more  or  less  doing  the  same  thing  as  we 
are  doing,  and  I  think  that  it  is  an  area  of  legitimate  concern  and 
an  area  for  close  supervision,  I  would  say. 

The  Chairman.  TThank  you  very  much.  My  time  has  expired. 

Mr.  Leach. 

Mr.  Leach.  Thank  you,  Mr.  Chairman. 

And  first  let  me  say  we  also  welcome  you,  Mr.  Soros.  One  of  the 
things  that  is  impressive  to  me  is  when  any  individual  gives  back 
something.  It  is  also  important  to  see  where  they  give  it  back.  All 
you  have  done  in  your  charities  is  attempt  to  take  on  the  single 
biggest  issue  in  the  world,  which  is  to  try  to  bring  a  market  econ- 
omy to  eastern  Europe.  You  probably  have  done  more  than  govern- 
ments. Whether  or  not  you  have  moved  governments  I  don't  know, 
but  you  may  have  done  more  than  governments. 

Let  me  ask  a  query,  though.  It  strikes  me  that  many  of  the  prod- 
ucts that  are  now  being  dealt  with  symbolically  by  you  and  a  lot 
of  others  are  designed  to  limit  exchange  rate  risk  or  interest  rate 
risk.  But  in  the  exchange  rate  area,  ironically,  some  of  the  large 
movements  of  capital  also  increase  the  volatility,  making  use  of 
these  instruments  more  important  but  at  the  same  time  making 
the  markets  themselves  more  volatile. 

To  some  extent  in  some  circumstances,  for  example  in  what  one 
might  possibly  call  the  1992  raid  on  the  British  Treasury  or  the 
1993  attack  on  the  French  Treasury,  it  has  been  governments,  that 
is,  the  taxpayers  that  have  picked  up  the  tab  for  perhaps  what 
might  be  the  mistakes  of  finance  ministries.  So  you  have  a  few  re- 
warded at  the  expense  of  the  many,  which  is  what  might  be  de- 
scribed as  an  ethical  dilemma,  although  maybe  it  is  a  way  of  teach- 
ing finance  ministries  not  to  intervene. 

I  am  one  that  has  often  thought  that  finance  ministries,  includ- 
ing our  own  central  bank,  make  mistakes  if  they  think  they  can 
control  the  price  of  currencies.  But  do  you  have  any  advice  to  fi- 
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nance  ministries  around  the  world  about  whether  to  let  the  mar- 
kets reign  free  or  to  attempt  to  defend,  or  in  case  of  the  Japanese, 
depreciate  their  currencies  from  time  to  time? 

Mr.  Soros.  Well,  I  tried  to  give  some  advice  to  the  French  and 
I  came  a  cropper  on  it,  so  I  am  rather  reluctant  to  give  any  advice. 
It  is  a  very  special  case,  the  European  exchange  rate  system.  I  am 
generally  not  in  favor  of  freely  fluctuating  exchange  rates  because 
I  think  they  are  inherently  unstable,  and  they  become  cumulatively 
more  unstable  the  longer  they  last.  So,  actually,  I  realize  that  my 
views  don't  correspond  to  most  financial  experts. 

I  don't  think  that  freely  floating  exchange  rates  are  sustainable 
in  the  long  run.  And  the  European  monetary  system  worked  very 
well  for  about  10  years,  and  then  it  broke  down  because  there  were 
fundamental  inconsistencies,  dynamic  disequilibrium  developed 
there  after  the  unification  of  Germany.  And  I  could  go  into  it,  but 
it  would  really  take  too  long. 

I  am  in  favor  of  a  unit  free  currency  for  Europe,  and  I  think  it 
is  going  to  be  difficult  to  get  there,  but  I  think  the  survival  of  the 
European  union  depends  on  having  a  stable  monetary  system 
there. 

Mr.  Leach.  Let  me  go  to  a  larger  question.  I  think  it  is  clear  that 
many  instruments  that  companies,  hedge  funds,  and  investment 
banks  are  now  dealing  with  are  designed  to  limit  risks  of  one  kind 
or  another.  One  of  the  great  questions  is  also  whether  the  systemic 
risk  increases  or  decreases  and  whether  the  tradeoffs  are  worth  it? 
The  obvious  question  becomes,  have  these  markets  grown  too  large 
or — and  in  growing  large,  does  that  increase  stability  or  would  we 
be  more  stable  with  somewhat  smaller  markets  and  somewhat  less 
refined  products?  Further,  have  we,  in  effect,  built  up  a  quasi-gam- 
bling system  as  well  as  quasi-legitimate  hedging  operations  and 
how  do  you  make  these  distinctions?  What  is  good  for  the  markets, 
what  is  bad,  and  finally  in  this  instance,  for  example,  did  these  le- 
verage instruments  have  much  of  any  effect  on  the  recent  decline 
of  the  American  stock  market  or  some  of  the  world  markets,  and 
does  any  of  this  matter? 

Are  there  great  answers  to  these  questions  or  is  this  one  of  those 
things  we  should  throw  up  our  hands  about  and  say  let  developers 
of  anything  do  what  they  want  to  do,  even  if  it  implies  the  same 
thing? 

My  hometown  is  now  a  center  of  riverboat  gambling.  I  don't 
mean  to  use  that  phrase  pejoratively,  but  is  that  what  the  great 
markets  are  becoming  as  well  with  limited  ties  to  anything  related 
to  creating  jobs? 

Mr.  Soros.  Well,  I  think  that  the  point  you  are  making  is  in  fact 
the  same  point  that  I  was  making  in  my  prepared  remarks,  that 
the  instruments  of  hedging  pass  the  risk  on  from  the  individual  to 
the  system,  and  so  the  more  these  instruments  are  used,  very  le- 
gitimately, because  a  manufacturer  or  a  trader  does  not  want  to 
take  a  currency  risk,  and  he  wants  to  have  a  way  of  protecting 
against  it,  so  he  takes  a  hedge. 

It  does  pass  it  on  to  the  system  and  the  system  does  become  un- 
stable, so  there  is  a  danger  that  at  certain  points  you  have  a  dy- 
namic market  move.  In  currencies,  you  can't  call  it  a  crash,  but  you 
call  it  a  large  move  in  the  value  of  a  currency,  an  overshoot,  and 
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basically  the  freely  floating  currency  markets  always  overshoot. 
They  are  never  at  an  equilibrium,  liiey  are  always  at  an  excess, 
so  since  the  risk  has  been  passed  on  from  the  individual  to  the  sys- 
tem, it  behooves  the  people  who  are  in  charge  of  the  system  to  keep 
that  system  stable,  so  there  is  a  real  burden  on  the  G-7  to  keep 
coordinated  monetary  policies,  fiscal  policies  so  that  there  aren't 
great  disparities  in  fundamentals  that  could  precipitate  a  dramatic 
move  in  a  market  which  is  fundamentally  unstable,  so  there  is  a 
G— 7  mechanism. 

In  times  of  trouble,  it  tends  to  function.  The  authorities  sort  of 
pull  themselves  together  and  consider  the  collective  risks,  the  risks, 
the  systemic  risks,  but  when  things  are  all  right  and  everybody  is 
out  for  himself  and  actually  by  doing  that,  they  can  destroy  the 
system,  and  this  is  the  point  that  I  am  really  trying  to  bring  home. 
There  is  this  danger. 

Mr.  Leach.  Well,  if  there  is  a  danger,  what  do  you  do  about  it? 

Mr.  Soros.  I  think  it  is  for  the  people  in  charge  of  the  monetary 
system  to  coordinate,  to— I  mean,  there  is  a  mechanism.  It  is  a 
mechanism  of  consultation  to  the  G-7. 

Mr.  Leach.  But  the  governments  don't  have  near  the  resources 
that  the  private  sector  does.  If  the  United  States  Government 
wanted  to  coordinate  with  Great  Britain  in  1992,  we  would  have 
lost  money  as  well.  We  were  going  to  be  overwhelmed.  If  the  Unit- 
ed States  Government  wanted  to  coordinate  with  France  in  1993, 
we  would  have  lost  money,  the  American  taxpayers  would  have  lost 
money.  So  there  is  no  system  in  place  that  is  workable. 

Mr.  Soros.  I  am  talking  about  the  floating  exchange  rate  system. 
The  exchange  rate  system  in  Europe,  which  was  not  a  floating  sys- 
tem, had  its  own  problems.  You  know,  when  it  comes  to  exchange 
rate  systems,  I  say  that  it  is  like  a  matrimonial  arrangement. 
Whatever  system  prevails  is  flawed. 

If  you  have  a  fixed  system,  then  it  is  too  rigid.  If  you  have  a 
floating  system,  it  is  unstable.  In  the  world,  the  dollar  is  floating. 
The  sterling  was  fixed  in  relation  to  the  D  mark  and  the  Frencn 
frank,  so  the  fixed  system  broke  down,  but  now  I  am  talking  about 
the  floating  system  that  the  dollar  is  in,  and  I  am  saying  that  you 
need  to  manage  it,  you  need  to  coordinate  economic  policies  so  that 
the  fluctuations  are  not  too  great,  that  you  don't  have  fundamental 
imbalances,  and  that  is  why  I  mentioned  earlier  that  actually 
using,  talking  down  the  dollar,  dollar  bashing  as  a  method  of  deal- 
ing with  the  very  legitimate  concerns  we  have  in  trade  policy  with 
Japan  is  a  dangerous  instrument  that  ought  not  to  be  used. 

The  Chairman.  Mr.  Neal. 

Mr.  Neal.  When  you  are  talking  about  coordinating,  I  assume 
you  are  talking  about  coordinating  fundamental  fiscal  monetary 
policies.  Isn't  that  what  you  are  talking  about  now? 

Mr.  Soros.  Yes. 

Mr.  Neal.  You  would  suggest  that  they  be  coordinated,  that  sen- 
sible policies  be  followed  and  coordinated? 

Mr.  Soros.  Yes. 

Mr.  Neal.  But  aren't  the  currency  markets  just  too  large  to  sta- 
bilize or  harmonize  independently?  There  are  hundreds  of  billions 
of  dollars  a  day  in  currencies  traded  around  the  world,  aren't 
there? 
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Mr.  Soros.  Right,  but  most  of  them  cancel  out,  and  it  is  a  large 
market. 

Mr.  Neal.  You  are  not  recommending  that?  You  are  recommend- 
ing a  more  fundamental 

Mr.  Soros.  I  expressed  two  concerns.  I  expressed  a  concern 
about  the  use  of  derivative  instruments,  also  in  currency  markets 
because  they  pass  on  the  risk  from  the  individual  to  the 
intermediary  and  through  the  intermediary  to  the  system,  and  that 
means  that  individual  manufacturers  and  companies  can  continue 
trading  in  the  world  even  though  the  currency  exchange  rates  vary, 
so  they  don't  feel  the  pain.  That  puts  even  more  burden  on  the  au- 
thorities to  make  sure  that  the  system  remains  stable  because  the 
use  of  those  derivative  instruments  does  increase  the  instability  be- 
cause if  the  market  moves  in  the  same  direction,  if  they  have  to 
all  move  in  the  same  direction  at  the  same  time,  they  reinforce. 

Mr.  Neal.  I  understand  that. 

Mr.  Soros.  So  there  is  a  need.  The  system  needs  to  be  kept  sta- 
ble, and  that  requires  policy  coordination,  and  as  things  are  OK, 
we  tend  to  forget  about  it,  but  then  we  will  be  reminded. 

Mr.  Neal.  One  of  the  questions  to  the  earlier  panel  had  to  do 
with  whether  or  not  hedge  funds  move  markets,  if  they  are  large 
enough  now,  and  the  answer  we  got  was  we  don  t  really  know  yet, 
but  we  are  looking  into  it.  What  do  you  think? 

Mr.  Soros.  I  am  sure  that  they  don't  because  we  represent  about 
15  percent  of  the  hedge  fund  industry,  if  you  can  define  it,  and  we 
are  probably  more  active  in  currencies  than  the  average  hedge 
fund,  and  I  am  sure  that  our  average  daily  trading  does  not  exceed 
$500  million. 

Now,  that  $500  million  is  a  very  large  amount  of  money  in  abso- 
lute terms,  but  in  terms  of  the  $1  trillion  or  more  that  is  daily  trad- 
ed, it  is  something  like  four-tenths  of  1  percent  of  the  total  volume, 
so  I  think  that  puts  it  in  perspective. 

Mr.  Neal.  Let  me  ask  you  another  question.  You  say  that  banks 
can  monitor  their  loans  to  hedge  funds  fairly  easily.  We  have  good 
information,  you  mark  to  market  daily  and  so  on,  and  your  inves- 
tors, as  I  understand  it,  are  sophisticated  investors  and  willing  to 
take  market  risks,  willing  to  take  a  risk  with  you  and  presumably 
can  afford  to  lose  their  investment  if  that  is  what  happens. 

So  what  is  the  public  policy  issue  here?  You  said  you  are  also  for 
more  information,  more  supervision.  Why? 

Mr.  Soros.  I  want  to  clarify  that  we  are  subject  to  the  same 
rules  and  regulations  that  apply  to  everyone  as  far  as  disclosure  is 
concerned,  so,  for  instance,  our  portfolio  is  available  to  the  public 
the  same  way  as  any  other  large  portfolio. 

We  have  reporting  obligations.  If  you  own  more  than  a  certain 
percentage  of  a  company,  we  have  to  report,  so  as  far  as  markets 
are  concerned,  we  are  actually  regulated  in  exactly  the  same  way 
as  any  other  institution.  Where  we  are  not  regulated  is  in  our  rela- 
tionship with  our  shareholders. 

In  other  words,  there  is  no  Securities  and  Exchange  Commission 
protecting  the  shareholders  against  the  misdeeds  of  the  manage- 
ment, but  since  I  am  a  large  shareholder  in  the  funds  that  I  man- 
age, I  think  that  the  shareholders  have  a  protection  that  is  more 
reliable  than  any  regulation  possibly  could  provide;  namely,  I  am 
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putting  my  own  money  where  I  am  putting  their  money,  and  so  I 
don't  think  that  there  is  any  need  for  shareholder  protection  in  the 
case  of  this  kind  of  a  partnership. 

Mr.  Neal.  You  said  in  your  testimony  that  you  fully  support 
more  information  sharing  and  more  supervision.  I  wasn't  quite 
clear  on  the  part  of  what  you  were  suggesting. 

Mr.  Soros.  But  I  think  that  the  authorities  ought  to  be  in  a  posi- 
tion to  assess  the  role  of  the  hedge  funds  in  the  recent  market  de- 
cline. We  ought  to  be  able  to  put  that  figure,  their  hands  on  some 
figures  that  show  what  was  our  participation  in  it. 

I  think  that  kind  of  information  is  available  and  should  be  avail- 
able, and  we  certainly  are  ready  to  cooperate  with  the  authorities 
in 

Mr.  Neal.  What  is  not  available  that  needs  to  be  available? 
What  more  information  is  necessary  or  what  more  supervision  is 
necessary? 

Mr.  Soros.  I  don't  believe  actually — as  I  say,  I  tried  to  separate 
hedge  funds  from  delta  hedging.  It  is  two  different  phenomena,  to- 
tally unconnected,  and  frankly,  I  don't  think  that  hedge  funds  are 
a  natural  concern  to  you  or  to  the  regulators. 

I  think  that  whatever  reporting  is  necessary  is  in  fact  available. 
I  think  that  there  ought  to  be  more,  maybe  more  information  gath- 
ering than  actually  disclosure.  I  think  it  would  be  probably  det- 
rimental if  we  were  forced  to  disclose  our  positions  more  or  less  on 
real  time.  It  would  make  things  very  difficult  for  us,  and  I  think 
it  would  probably  cause  unwarranted  trend  following  by  other  in- 
vestors, although  they  ought  to  know  better,  so  I  don't  think  that 
more  disclosure  would  be  good,  but  if  the  authorities  feel  they  don't 
have  enough  information,  we  are  certainly  at  their  disposal  to  pro- 
vide it  to  them. 

Mr.  Neal.  My  time  has  expired.  I  have  more  questions,  but  I  will 
come  back. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  We  will  proceed. 

Mr.  McCandless. 

Mr.  McCandless.  Thank  you,  Mr.  Chairman. 

Mr.  Soros,  I  am  going  to  refer  to  your  written  statement  which 
I  found  very  interesting  in  that  you  talked  about  the  fact  that  it 
was  far  simpler  to  monitor  the  securities  funds  in  banks,  such  ac- 
tivities as  we  are  talking  about  here,  than  some  of  the  rest  of  their 
day-to-day  portfolios. 

What  you  had  to  say  was  that  "the  regulatory  authorities  need 
to  supervise" — and  we  all  agree  with  that — "and,  if  necessary,  regu- 
late. If  it  comes" — I  am  paraphrasing  here — "and  if  it  comes  to  reg- 
ulations, beware  of  the  unintended  consequences!" 

And  then  you  go  on  to  talk  about  some  of  the  consequences,  and 
then  you  go  on  to  say  that  if  these  consequences  were  such,  then 
"the  use  of  options  or  other  derivatives  may  be  even  more  desta- 
bilizing. One  of  the  driving  forces  behind  the  development  of  de- 
rivatives was  to  escape  regulation." 

So  we  have  created  these  instruments  in  order  to  avoid  the  regu- 
lation, but  the  regulators  need  to  regulate  and  manage  and  super- 
vise. 
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Can  you  elaborate  a  little  bit  on  how  derivatives  were  developed 
to  escape  regulation? 

Mr.  Soros.  Only  partially.  I  mean,  derivatives  have  a  legitimate 
use  for  hedging  and  so  on,  but  it  was  certainly  an  element  in  the 
development  because  you  see  derivatives  are  contracts  and  there- 
fore they  don't  show  up  on  the  balance  sheets  of  the  banks,  and 
nevertheless  there  is  an  element  of  risk  involved  there. 

Mr.  McCandless.  OK,  let's  go  back:  "Beware  of  the  unintended 
consequences  of  the  regulation.  Give  me  your  ideas  or  thoughts  or 
maybe  some  type  of  an  example  of  where  this  could  work  to  our 
disadvantage. 

Mr.  Soros.  Well,  I  mentioned  one  specific  case  because  one  of  the 
obvious  things  one  could  think  of  is  to  introduce  margin  regulations 
for  bond  transactions  and  currency  transactions.  There  are  no  such 
margin  regulations  at  the  present  time.  There  is  a  margin  require- 
ment for  stock  transactions. 

You  have  to  put  up  50  percent  in  cash.  We  don't  have  anything 
like  it  in  fixed  interest  instruments — bonds,  and  yet  they  can  also 
vary  in  price,  so  maybe  there  should  be  a  margin,  you  should  have 
maybe  a  5-percent  margin  on  bonds  or  10-percent  margin,  but  if 
you  put  on  margin  which  is  too  onerous,  then  people,  instead  of 
buying  bonds,  will  buy  an  option  on  bonds  because  that  is  a  way 
of  avoiding  putting  up  margin,  so  whenever  you  regulate,  you  sort 
of  change  the  playing  field  and  therefore  you  get  a  different  reac- 
tion from  the  players,  and  you  have  to  beware  of  that  when  you 
introduce  any  kind  of  regulation. 

Mr.  McCandless.  Thank  you. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Mr.  McCandless,  if  you  will  yield  just  a  minute, 
there  are  unintended  consequences  to  regulation  and  also  to  de- 
regulation. Either  way — I  think  Garn-St  Germain  was  proof  of  how 
some  unintended  consequences  flowed  from  deregulation,  but  any- 
way thankyou  very  much. 

Mr.  McCandless.  Mr.  Chairman,  I  enjoy  the  airlines  that  are 
deregulated  now  more  than  I  did  the  ones  we  used  to  pay  for. 

The  Chatoman.  I  told  you  once  before,  I  don't  want  to  fool  around 
with  airlines  as  long  as  they  have  frequent  traveler  discounts. 

Mr.  Vento. 

Mr.  Vento.  Mr.  Chairman,  Mr.  Soros,  it  is  seldom  that  we  have 
someone  come  to  testify,  a  witness,  who  has  essentially  their  own 
foreign  policy,  much  less  in  21  different  countries.  I  was  with  Con- 

fressman  Lantos  in  Russia  and  saw  some  of  the  problems  first 
and  with  regards  to  that.  We  are  very  interested  in  your  support 
and  effort  to  help  deal  with  the  problems  of  pluralism  and  democ- 
racies in  those  nations.  I  must  say  your  testimony  is  refreshing. 

Mr.  Soros.  Thank  you. 

Mr.  Vento.  It  is  nine  pages  long.  The  panel  before  could  prob- 
ably take  some  instruction  from  you  in  terms  of  the  length  of  the 
testimony.  It  also  I  think  tends  to  agree  that  there  is  sort  of  a  free 
market  heresy  that  you  may  have  committed  here  by  admitting 
that  Adam  Smith's  invisible  hand  has  some  fingerprints,  so  I  ap- 
preciate your  effort. 

You  heard  the  panel  before  us.  One  of  the  points  I  would  like  you 
to  comment  on  is  while  you  have  obviously  commented  on  the  good 
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hedges  and  bad  hedges,  and  saying  the  only  thing  they  had  in  com- 
mon was  the  word  hedge,  and  Governor  LaWare  commented  that 
derivatives  have  been  around  for  a  long  time,  isn't  the  character  of 
these  derivatives  substantially  or  materially  changing  in  terms  of 
their  impact  on  the  global  and  on  our  market? 

Mr.  Soros.  I  think  they  are,  and  I  think  there  are  a  lot  of  new 
and  more  esoteric  instruments  that  have  been  brought  into  exist- 
ence There  has  been  a  very  remarkable  shift  of  the  terrain  as  far 
as  derivatives  are  concerned,  and  I  think  that  is  an  area  of  concern 
that  I  think  is  appropriate  for  investigation. 

There  are — if  you  look  at  the  instrument  that  came  unglued  re- 
cently or  instruments  where  you  separate  the  interest  from  the 
principal,  I  mean,  they  are  very  interesting  instruments.  I  am  not 
quite  sure  that  they  are  really  necessary. 

Mr.  Vento.  The  concern  we  have  is  the  utilization  of  all  the  reg- 
ulatory responsibilities  that  already  exist  between  the  SEC  and  the 
Commodity  Futures  Trading  Commission  and  financial  institutions 
regulators.  Questions  arise  as  to  the  role  of  financial  instituions  in 
terms  of  making  possible  many  of  these  activities. 

Of  course,  the  banks  or  financial  institutions  themselves  have 
taken  a  role  and  have  a  portfolio  that  is  involved.  Maybe  as  you 
refer  to  it  as  trending,  they  are  following  a  trend  rather  than  set- 
ting it.  So  that  is  of  concern. 

Do  you  agree  that  the  role  of  financial  institutions  and  the  regu- 
latory system  here  is  in  fact  fostering  this? 

Mr.  Soros.  As  we  were  preparing  for  my  appearance  here,  we 
talked  about  this  a  little  bit.  I  said  that  frankly  maybe  the  issuing 
of  derivative  instruments  ought  to  be  regulated,  and  then  my  part- 
ner sitting  next  to  me  pointed  out  that  unfortunately  regulation 
has  an  unintended  consequence  because  the  regulators  are  inter- 
ested only  in  the  downside.  They  are  not  interested  in  the  upside. 

In  other  words,  they  want  to  avoid  a  catastrophe,  so  therefore  if 
you  impose  an  obligation  to  go  through  a  procedure  the  same  as 
the  procedure  of  an  issue  of  stock,  before  you  issue  the  derivative, 
that  it  would  have  to  be  registered  with  a  commission  that  it  would 
really  create  a  bureaucratic  resistance  because  of  this  asymmetry 
in  the  interests,  between  the  interests  of  the  regulators  and  the  in- 
terests of  the  market,  and  so  he  dissuaded  me  from  making  that 
recommen  dation. 

Mr.  Vento.  But  at  least  you  got  that  idea  across  in  terms  of  the 
threat  in  relinquishing  a  leadership  role  in  our  own  financial  mar- 
ketplace. What  would  you  believe  would  be  the  impact  of  an  off- 
shore growth?  I  mean,  how  important  is  our  country  and  maybe 
some  key  other  countries  in  terms  of  coming  together,  to  deal  with 
this. 

Mr.  Soros.  I  think  that  any  kind  of  regulation  now  needs  to  be 
international  and  the  main  regulation  that  was  imposed,  which 
was  the  BIS,  the  Bank  of  International  Settlements  capital  require- 
ments was  an  international  agreement,  so  anything  that  would 
be — and  I  think  that  the  issue  that  needs  to  be  addressed  is  the 
capital  requirements  with  regard  to  derivative  instruments,  and  I 
think  it  has  to  be  addressed  at  that  forum,  and  I  believe  that  it 
is  actually  being  studied. 
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Mr.  Vento.  Well,  I  think  it  is  being  studied.  They  study  things 
for  a  long  time  sometimes.  We  can  also,  I  think,  of  course,  acceler- 
ate that  by  putting  forth  the  policy  and  pushing  it.  I  think  the 
United  States  has  that  ability,  in  my  view.  I  dont  know  whether 
you  would  agree  with  it.  I  think  we  would  have  to  be  pretty  force- 
ful. We  can't  drive  through  the  rearview  mirror,  so  to  speak.  We 
have  to  really  put  it  out  there  and  get  ahead  of  the  curve  here  in 
this  instance. 

The  concern  I  note  also,  Mr.  Soros,  is  the  special  emphasis  on  the 
agent  broker,  in  terms  of  managing  the  funds.  Are  these  generally 
dealt  with  in  terms  of  a  contract?  In  other  words,  you  suggested 
that  you  have  substantial  investment  and  therefore  you  avoided 
the  sort  of  trend  phenomena,  but  also  you  made  a  special  effort  to 
explain  that  the  dollars  earned  in  terms  of  sharing  whatever  bene- 
fits are  concerned  was  key  in  terms  of  incentive,  providing  an  in- 
centive for  the  agent,  for  the  group  in  the  marketplace,  anal  think 
that  as  we  look  at  these  figures,  you  have  seen  the  numbers,  20 
percent,  30  percent  of  the  profit  going  to  the  group  or  to  the 
managers. 

Do  you  want  to  elaborate  a  little  bit  more?  Is  that  usually  in  the 
form  of  a  contract  that  exists  with  regard  to  that?  Should  there  be 
more  oversight  of  that?  Is  it  readily  available?  Is  it  in  the  form  of 
a  prospectus  for  investors?  Can  you  give  me  any  insight?  We  don't 
obviously  deal  with  this  very  often. 

Mr.  Soros.  It  is  usually  in  the  form  of  a  prospectus  at  the  time 
a  fund  is  set  up,  the  terms  of  the  relationship  between  the — and 
in  fact,  these  are  very  often  in  the  form  of  partnerships  rather  than 
funds.  I  happen  to  be  involved  with  funds,  but  many  of  the  so- 
called  hedge  funds  are  in  fact  partnerships.  Then,  of  course,  it  is 
spelled  out  in  the  partnership  agreement,  and  the  terms,  the  usual 
going  rate  is  20  percent  of  the  profits. 

In  our  case,  it  is  15  percent  of  the  profits. 

Mr.  Vento.  Mr.  Chairman,  my  time  has  expired,  but  the  regu- 
lator also  commented  on  this  particular  partnership  versus  the  typ- 
ical broker-consumer  relationship,  which  I  am  sure  you  caught,  Mr. 
Soros. 

Thank  you  very  much,  Mr.  Chairman.  Thank  you. 

The  Chairman.  Thank  you. 

Mr.  Schumer. 

Mr.  Schumer.  Thank  you,  Mr.  Chairman. 

I  want  to  thank  you,  Mr.  Soros,  for  both  elucidating  testimony 
and  frank  testimony  as  well.  I  have  a  couple  of  questions. 

I  guess  my  major  concern,  my  general  view  of  these  types  of 
things  is  people  who  have  full  information,  and  the  people  who  in- 
vest in  these  funds  obviously  do,  want  to  invest  their  money  in 
something,  let  them,  as  long  as  it  is  not  going  to  affect  taxpayers 
in  any  way,  so  my  greatest  concerns,  of  course,  in  bank  involve- 
ment in  these  as  lenders  or  as  anything  else  because  there  the  Fed- 
eral Government  will  pick  up  the  tab. 

Let  me  first  ask  you  a  general  question.  In  your  experience,  not 
only  with  your  funds,  but  you  have  been  around  long  enough  to 
know  with  other  smaller  and  lesser  established  funds,  is  the  bank- 
ing industry  careful?  Sometimes  they  seem  to  go  through  a  sort  of 
trendy-type  way  of  thinking,  whether  it  be  Third  World  debt  back 
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in  the  early  1980's,  and  it  is  not  the  initial  investments  are  bad. 
It  is  that  the  overinvestment  is  bad. 

Have  you  found  that  in  the  last  year  or  two  with  hedge  funds  as 
they  did  particularly  well  or  with  any  large  investment  pools  of 
money,  I  don't  know,  you  know,  a  hedge  fund  these  days  is  just  a 
large  investment  pool  of  money  given  how  diverse  they  are,  and  do 
you  think  that  the  corrections  mat  occurred  in  the  last  couple  of 
months  will  change  bank  lending  toward  hedge  funds?  Those  two 
questions. 

Mr.  Soros.  I  don't  think  there  has  been  any  excesses  on  lending. 
There  has  been  a  boom  on  hedge  funds,  probably  because  of  the 
rather  well-publicized  success  of  some  of  them,  so  a  lot  of  new  en- 
trants have  been  attracted  and  maybe  some  of  them  might  turn  out 
to  be  inexperienced  and  so  on,  so  with  every  boom,  there  is  a  dan- 
ger of  excess. 

I  am  not  aware  of  any  excess  on  the  lending  side,  and  in  fact  I 
think  that  banks  have  been — having  been  burnt  they  are  still  in 
the  comeback  stage,  and  generally  speaking  you  can't  accuse  banks 
of  overlending.  In  fact,  the  trouble  has  been  to  get  them  to  lend, 
and  this  is  not  an  area  of  concern  at  all. 

Mr.  Schumer.  I  see.  OK. 

Let  me  ask  you  this:  I  understand  this  is  not  an  easy  question 
to  answer  in  the  sense  that  you  just  may  not  know  it,  but  what 
percentage  of  the — could  you  tell  us  where  the  lending  sources  are 
for  major  hedge  funds,  not  the  investing  sources,  but  the  lending 
sources,  and  what  percentage  banks  might  have,  just  off  the  top  of 
your  head. 

Mr.  Soros.  The  major  lenders  are  the  major  banks  internation- 
ally, so  U.S.  banks  have  a  certain  percentage  of  the  total.  It  is 
really  the  international  banking,  the  large  banks  that,  the  money 
center  banks. 

Mr.  Schumer.  I  asked  that  question  of  the — did  you  want  to  say 
something? 

Mr.  Soros.  It  is  an  amplification.  I  should  have  mentioned  in- 
vestment banks  because  they  are  a  large  source  of  financing. 

Mr.  Schumer.  Are  they  doing  more  of  this  than  the  banks  them- 
selves, on  the  lending  side? 

Mr.  Gladstein.  They  are  doing  a  significant  amount  of  lending 
right  now,  but  I  still  think  banks  are  the  primary  institutions. 

Mr.  Schumer.  When  the  investment  banks  have  their  own  hedge 
funds,  do  they  lend  to  it  themselves?  Does  one  part  of  the  invest- 
ment bank  lend  to  the  other? 

Mr.  Gladstein.  I  am  sorry.  I  don't  know  the  answer  to  that. 

Mr.  Schumer.  OK  It  would  be  interesting,  although  again,  they 
not  being  insured,  I  am  less  concerned,  somewhat,  but  less. 

The  next  question  was  asked  kindly  by  Mr.  Vento  to  the  other 
panel  and  he  didn't  get  a  very  clear  answer,  so  I  would  like  to 
know  what  you  think,  and  that  is,  I  would  like  to  know  to  what 
extent  the  investors  who  provide  capital  to  hedge  funds  might  be 
leveraged  as  well.  Are  they  borrowing  money  to  put  money  into 
hedge  funds,  and  then  they  have  to  borrow  more  money,  you  know, 
to  create  their — this  sort  of  double  leveraging?  Would  it  be  trouble- 
some? 
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Mr.  Soros.  Again,  I  doubt  it  very  much  that  banks  would  lend 
to  the  investor. 

Mr.  Schumer.  Because  why  wouldn't  they  make  the  money 
themselves? 

Mr.  Soros.  I  just  don't  think  it  would  be  sound  practice. 

Mr.  Schumer.  Let  me  just  ask  you  another  couple  of  quick  ques- 
tions here.  You  said  that  dynamic  hedging  has  tne  effect  of  trans- 
ferring risk  from  the  customer  to  the  market  makers.  When  they 
all  go  on  to  do  what  is  called  a  delta  hedge  in  the  same  direction, 
there  are  no  takers  on  the  other  side  and  the  market  breaks  down. 
That  is  obviously  what  happened  a  couple  of  months  ago. 

Mr.  Soros.  No. 

Mr.  Schumer.  It  hasn't  happened  yet? 

Mr.  Soros.  No,  I  don't  think  so,  and  I  don't  think  it  is  really  im- 
minent at  all.  I  just  don't  sense  that  there  is  any  real  overexten- 
sion. 

Mr.  Schumer.  It  didn't  happen  for  a  little  while?  Obviously, 
when  the  market  goes  down  to  a  certain  extent  then  later  at  some 
point  some  buyer  is  going  to  come  in.  These  instruments  they  use 
are 

Mr.  Soros.  I  think  this  is  something  that  the — this  is  exactly 
what  information  gathering  is  for.  I  think  that  this  is  a  question 
that  the  regulators  ought  to  be  able  to  answer  because  you  have 
bond  options,  so  if  there  were  large  positions  in  bond  options,  then 
it  would  have  had  that  effect.  I  don't  have  that  information. 

Mv  impression  is  that  it  was  not  very  much  of  an  influence.  I 
think  that  when  this 

Mr.  Schumer.  It  might  be  better  if  it  were  because  if  it  hasn't 
happened  before,  then  what  we  ought  to  worry  about  is  when  it 
happens  what  is  going  to  stop  it.  If  it  happens,  I  mean  the  markets 
went  down,  I  know  you  lost  some  money,  but^- — 

Mr.  Soros.  Look,  I  think  really  the  sort  of  the  paradigm  is  the 
stock  market  crash  of  1987  when  you  had  portfolio  insurance,  so 
if  you  monitor  the  size  of  the  option  positions  in  bonds,  you  would 
be  able  to  tell  whether  it  is  dangerous,  and  in  1987,  we  all  knew 
that  there  was  an  awful  lot  of  portfolio  hedging,  so  I  think  this  is 
something  that  can  be  monitored  and  you  could  see  it  building  up. 

Mr.  Schumer.  Bond  options  are  public,  someone  can  count  them 
all  up? 

Mr.  Soros.  They  are  also  public  and  also  proprietary,  so  I  think 
that  in  gathering  the  information  you  would  have  to  combine  the 
public  and  the  proprietary,  and  since  the  proprietary  is  more  dif- 
ficult to  monitor,  I  think  the  more  this  is  done  on  public  markets, 
the  healthier  it  is. 

Mr.  Schumer.  OK,  a  final  question,  with  your  indulgence,  Mr. 
Chairman,  I  know  my  time  has  expired. 

You  mention  that  your  fund,  your  ownership  is  direct,  and  so  ob- 
viously if  you  fall  in  a  hole,  you  are  not  going  to  just  take  huge 
risks  with  the  rest. 

First  of  all,  what  percentage  of  funds — obviously  again,  not  every 
fund.  Someone  who  is  starting  up  a  fund  doesn  t  have  their  own 
funds  to  do  this,  but  what  percentage  of  the  so-called  hedge 
funds — it  is  a  junkie  name,  I  think  they  ought  to  get  rid  of  it.  It 
used  to  mean  something  and  now  it  really  doesn't  anymore — but 
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what  percentage  of  them  are  like  yours  where  the  investors  have 
a  significant  ownership  stake  and  what  percentage  are  not? 

Second,  does  the  large  money  tend  to  flow  to  those  that  are — that 
have  a  significant  ownership  stake?  Are  the  other  big  ones,  let  me 
start  out  with  that,  are  they  like  yours?  There  were  a  few  others 
mentioned  here. 

Mr.  Soros.  Maybe  not  to  quite  the  same  extent,  but  the  same 
principle. 

Mr.  Schumer.  The  smaller  ones,  I  take  it  that  probably  wouldn't 
be  the  case? 

Mr.  Soros.  Even  that  is  not  necessarily  true.  I  really  can't  give 
you  an  answer,  but  I  think  that  from  the  point  of  view  of  the  inves- 
tor, it  certainly  is  more  desirable  to  go  into  one  of  those  partner- 
ships when  the  principals  have  their  money  at  stake,  and  that  is 
one  of  the  things  that  they  ought  to  look  at. 

Mr.  Schumer.  Do  they? 

Mr.  Soros.  Yes,  I  think  that  it  is  a  major  source  of  attraction  for 
our  fund. 

Mr.  Schumer.  One  final  question.  If  the  banks  are  not  over- 
exposed to  this,  then  I  guess  the  only  real  problem  these  funds 
would  create  is  if— and  you  alluded  to  the  fact  that  they  do  tend 
to  increase  volatility.  Is  that  in  itself  bad?  Number  one,  and  num- 
ber two,  if  it  is  baa,  is  there  anything  that  could  or  should — I  am 
asking  both  the  objective  and  the  normative  question — that  should 
be  done  to  change  that? 

Mr.  Soros.  Actually,  what  I  said  in  my  testimony  is  that  it  so 
happens  that  activity  tends  to  dampen  it.  We  are  not  doing  it  as 
a  public  service. 

Mr.  Schumer.  I  wasn't  talking  about  you.  You  made  the  point 
that  your  own  fund  is  sort  of  countertrend. 

Mr.  Soros.  Tends  to  be,  not  always. 

Mr.  Schumer.  But  that  most  of  them  don't.  I  am  not  asking 
about  your  funds.  I  am  asking  about  the  whole  melange. 

Mr.  Soros.  There  might  be  a  problem  when  the  participation  of 
these  funds  in  a  market  is  oversize,  but  that  is  not  specific  to  our 
type  of  fund.  It  would  be  true  of  any 

Mr.  Schumer.  I  wasn't  asking  about  your  fund.  I  was  asking 
about  the  collective. 

Mr.  Soros.  There  was  a  problem  that  is  in  European  bonds  as 
part  of  this  decline  because  there  were  some  very  large  holders  of 
European  bonds  who  wanted  to  get  out  of  the  market,  and  so  they 
depressed  the  market,  and  so  the  market  had  a  sharp  correction. 
I  think  that  is  part  of  the  way  markets  operate. 

I  don't  think  there  is  anything  abnormal  or  wrong  with  it,  and 
the  price  is  paid  by  those  who  are  trying  to  get  out. 

Mr.  Schumer.  One  final  question.  With  the  corrections  that  oc- 
curred, do  you  think  the  flow  of  money  is,  or  at  least  the  rate  of 
trend  of  flow  of  money  into  these  funds  will  decrease? 

Mr.  Soros.  I  would  say  that  this  is  probably  a  healthy  correction 
for  the  whole  industry. 

Mr.  Schumer.  And  you  think  they  will  decrease? 

Mr.  Soros.  Probably  will  stop,  maybe  stop  increasing. 

Mr.  Schumer.  I  didn't  mean  decrease  absolutely.  I  meant  the 
slope,  the  trend. 
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Mr.  Soros.  But  I  would  like  to  draw  your  attention  to  one  other 
point  that  I  made  in  the  testimony.  I  didn't  develop  it,  but  that  con- 
cerns mutual  funds,  you  see,  because  there  has  been  a  very  large 
inflow  into  mutual  funds  because  certificates  of  deposit  were  yield- 
ing so  little  for  so  long,  and  that  did  create  a  bit  of  a  financial  bub- 
ble. I  think  that  bubble  has  been  broken,  and  I  think  this  correc- 
tion has  occurred. 

Mr.  Schumer.  Thank  you,  Mr.  Chairman. 

Thank  you,  Mr.  Soros. 

The  Chairman.  Thank  you.  I  was  going  to  ask  Congressman 
Lantos,  he  is  a  former  member  of  this  committee,  you  know. 

Mr.  Lantos.  Thank  you,  but  I  don't  have  any  questions,  Mr. 
Chairman. 

Thank  you. 

The  Chairman.  All  right.  Did  you  have  some  additional 
questions? 

Mr.  Neal.  I  wonder  if  you,  without  revealing  any  proprietary  in- 
formation, just  might  discuss  what  your  fund  does? 

Mr.  Soros.  Well,  as  I  say,  I  engage  in  many  different  markets. 
We,  basically,  have  a  portfolio  of  stocks,  then  we  also  operate  in 
bonds,  so  fixed  interest  instruments,  and  we  do  it  on  a  worldwide 
basis  and  therefore  we  also  have  a  significant  currency  exposure, 
so  it  is  really  a  broad  range  of  investments. 

We  use  derivative  instruments  to  much  less  an  extent  generally 
than  the  myth  says,  very  largely  because  we  don't  really  under- 
stand them,  how  they  work,  so  we  tend  to  stay  away  from  them, 
and  also  since  we  are  using  borrowed  money,  we  don't  need  to  le- 
verage through  options  very  much. 

Mr.  Neal.  So,  for  instance,  your  ability  to  succeed  is  based  on 
your  ability  to  understand  relative  values  in  currencies  and  infla- 
tion rates  and  other  things  like  that,  is  that  right? 

Mr.  Soros.  Yes,  basically — and  we  have  kind  of  tended  to  stay 
focused  on  these  conditions  of  dynamic  disequilibrium  that  I  men- 
tioned because  they  create  unusual  opportunities  sometimes. 

Mr.  Neal.  For  instance,  you  said  a  little  earlier  that  you  had  no- 
ticed that  currency  markets  seem  to  overshoot.  Now,  I  guess  that 
gives  you  information  that  helps  you  in  making  investment 
decisions. 

Mr.  Soros.  Yes,  yes. 

Mr.  Neal.  Do  other  funds  operate  very  much  like  yours,  by  and 
large? 

Mr.  Soros.  I  think  that  every  fund  manager  has  his  own  style 
and  his  own — really  such  a  wide  variety.  I  mean,  there  are  people 
who  are  momentum  traders  and  there  are  people  who  are  value 
oriented,  so  I  think  this  is,  of  course,  what  creates  a  market  that 
you  have  got  a  wide  variety  of  approaches,  and  there  is  no 
particular 

Mr.  Neal.  Do  you  have  some  way  of  limiting  loss? 

Mr.  Soros.  No  mechanical  way  of  limiting  loss.  In  other  words, 
no  stop  loss  or  anything  like  that. 

Mr.  Neal.  Although  you  might  use  a  stop  loss?  It  is  just  that  you 
don't  have  a  general  policy? 

Mr.  Soros.  It  is  not  an  instrument  that  we  use. 
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Mr.  Neal.  Honestly,  I  am  trying  to  see  what  public  policy  impli- 
cations there  are  here.  I  am  not  sure  I  see  any  great  public  policy 
information.  Your  impact  on  the  banks  is  not  detrimental  as  near 
as  I  can  tell  because  you  say  the  banks  can  monitor  easily  what 
you  do,  in  fact  monitor  better  than  they  can  in  other  areas. 

The  funds  collectively,  apparently,  don't  move  markets.  What 
else  should  we  be  thinking  about  and  worrying  about  here? 

Mr.  Soros.  Frankly,  the  points— one  of  the  points  I  wanted  to 
make  is  that  really  there  is  nothing  to  be  regulated  about  hedge 
funds.  I  think  that  the  situation  is  OK  as  far  as  hedge  funds  is  con- 
cerned, but  I  don't  think  it  is  entirely  OK  as  far  as  the  stability 
of  markets  are  concerned,  so  I  think  there  is  something  to  be 
looked  at. 

I  think  that  derivative  instruments  are  a  matter  of  concern, 
ought  to  be  looked  at  more  closely.  I  think  that  they  are  being 
looked  at.  I  think  that  the  regulatory  authorities  are  not  asleep, 
and  on  policy  level,  I  think  that  the  authorities  ought  to  ensure 
that  you  don't  introduce  shocks  into  a  system  which  is  inherently 
unstable. 

I  am  talking  now  about  the  floating  currency  regime.  It  is  inher- 
ently unstable  and  therefore  you  must  abstain  from  shocks  which 
might  derail  it. 

Mr.  Neal.  Just  as  an  aside,  you  sound  like  you  don't  favor  the 
floating  currency  rate. 

Mr.  Soros.  I  think  you  need  to  modify,  you  need  what  is  called 
a  dirty  float. 

This  gets  into  a  terribly  arcane  subject.  I  am  frankly  not  properly 
prepared  for  it  because  any  system  that  you  introduce  is  basically 
flawed,  that  is  what  you  have  to  recognize.  There  is  no— there  is 
a  flaw  in  any  arrangement  that  you  have,  and  the  longer  you  have 
that  arrangement,  the  more  the  flaw  becomes  apparent,  so  you 
must  be  always  ready  to  revise  it  and  to  modify  it  in  the  light  of 
experience. 

Mr.  Neal.  It  is  hard  for  me  to  take  that  point  because  it  would 
seem  to  me  that  in  a  market,  in  a  floating  rate  system  the — it  is 
essentially  an  open  marketplace,  and  if  that  idea  applies  to  that  I 
don't  know  why  it  wouldn't  apply  to  a  market  in  anything.  How  is 
it  fundamentally  different? 

Mr.  Soros.  I  think  that  all  financial  markets  have  this  element 
of  instability  in  them,  but  it  is  particularly  strong  in  the  currency 
markets  because  the  exchange,  the  prevailing  exchange  rate  almost 
automatically  affects  the  fundamentals.  You  see,  let's  say  if  you 
have  a  decline  in  currency,  it  is  likely  to  accelerate  the  rate  of  in- 
flation in  that  country  which  then  justifies  the  decline  in  currency, 
so  you  have  these  self-iustifying,  self-reinforcing  moves  in  currency. 

Mr.  Neal.  You  would  also  have  those  same,  maybe  not  exactly 
the  same,  but  you  would  have  similar  pressures  under  a  fixed-rate 
system? 

Mr.  Soros.  Well,  a  fixed-rate  system  is  rigid  and  if  the  pressures 
are  too  great,  it  breaks.  I  mean  the  trouble  with  fixed-rate  systems 
is  that  they  do  break  down.  We  had  Bretton  Woods.  It  lasted  a  dec- 
ade or  more,  and  then  it  broke  down.  We  had  the  exchange,  Euro- 
pean monetary  system,  worked  very  well  for  a  decade,  then  it  broke 
down,  so  the  trouble  with — and  the  trouble  is  that  it  is  rigid  and 
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unless  adjustments  are  introduced,  it  becomes  unsustainable,  so 
you  need  a  modified  fixed  exchange  rate  system. 

The  Chairman.  Flexible. 

Mr.  Neal.  I  guess  I  just  come  to  think  nothing  is  perfect  in  any 
area,  but  lesser  of  evils  being  a  floating  exchange  rate  which  actu- 
ally exerts  some  discipline  on  economies. 

Mr.  Soros.  It  doesn't  necessarily  impose  that  discipline  unless, 
as  the  chairman  pointed  out,  especially  being  the  center  of  the  sys- 
tem you  can  borrow  indefinitely  in  your  own  currency  until  people 
stop  lending  to  you,  and  we  actually  went  a  long  way  down  that 
road  and  we  are  now  slowly  trying  to  climb  back  out  again. 

Mr.  Neal.  I  have  also  thought  that  is  the  answer  to  the  chair- 
man's concern  is  that,  there  again,  that  puts  some  pressure  on  our 
system  to  correct  itself. 

Mr.  Soros.  In  the  long  run,  in  the  very  long  run,  but  you  see  the 
benefits  of  borrowing  are  felt  in  the  short  run,  and  as  tfeynes  said, 
"In  the  long  run,  we  are  all  dead." 

Mr.  Neal.  The  other  thing,  the  instability  gives  hedge  funds 
opportunities?  So  we  are  trying  to  help  your  business  by  creating 
instability? 

Mr.  Soros.  This  happens  to  be  true,  and  I  am  afraid  that  to 
some  extent  our  success  is  a  testimony  to  the  amount  of  instability 
there  is  in  the  system. 

Mr.  Neal.  Thank  you,  sir. 

The  Chairman.  Well,  the  temptation  is  great,  but  you  have  now 
been  with  us  about  1  hour  and  20-some  minutes,  but  I  must  in  all 
fairness  follow  through. 

I  was  here,  I  watched,  I  have  been  a  witness,  I  remember  the 
first  year  Secretary  Douglas  Dillon  came  before  the  committee,  I 
was  a  freshman,  and  asked  that  we  repeal  the  silver  transactions 
tax,  and  it  seemed  impertinent,  but  I  couldn't  help  but  ask  if  that 
meant  that — what  he  said  was  a  wartime  tax.  That  meant  that  we 
would  soon  be  seeing  a  speculative  market  grow  and  what  impact 
would  that  do  on  the  Treasury's  silver? 

At  that  time  that  our  currency  was  monetized,  you  had  silver 
content,  and  he  very  blithely  answered  that  none  whatsoever,  that 
it  was  time  to  repeal  a  wartime  tax,  and  I  said,  "Well,  but  the  con- 
ditions are  no  different  now." 

I  mean,  what  is  the  difference  between  the  economics  of  silver 
because  he  had  said  one  of  the  reasons  was  the  tremendous  indus- 
trial use  and  demand  for  silver  after  the  war,  particularly  in  the 
photographic  business  and  what  not,  so  exactly  2  years  to  the 
month  later  he  came  in  and  asked  that  we  demonetize  the  cur- 
rency, and  we  did.  Then  in  1968,  I  recall  the  RUSA  dollar,  remem- 
ber the  Bretton  Woods  operation  was  beginning  to  show,  and  you 
are  absolutely  correct,  you  know,  you  can  have  a  period  of  time  in 
which  the  forces  therein  are  pretty  well  contained  within  the  appa- 
ratus that  is  set  up,  but  then  as  you  said  very,  very  aptly,  you  can't 
have  too  much  rigidity  because  stability,  instability  is  the  enemy 
of  finance. 

Money  always  goes  from  an  unstable  to  a  stable  environment,  or 
it  can.  During  the  war,  we  became  the  receptacle  of  the  deposits 
of  gold,  but  there  was  a  discipline  inasmuch  as  the  dollar  and  the 
amount  that  the  Federal  Reserve  or  at  that  time  the  Treasury,  be- 
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cause  our  dollar  bill,  our  notes  were  Treasury  notes,  U.S.  Treasury 
notes,  not  Federal  Reserve  notes  as  they  are  today,  and  there  is  a 
difference  there,  but  they  were  pegged  to  the  content  of  gold. 

That  is  there  was  an — even  in  tne  statutes  there  was  a  limit  to 
the  volume  that  could  be  issued  in  relationship  to  the  Gold  Board, 
and  so  you  did  have  that.  However  it  was  rigid  in  the  face  of  a  bur- 
geoning global  economy  such  as  had  never  happened  before  the 
war,  so  then  when  we  went  into  the — I  remember  the  scenes  here 
in  this  committee.  I  remember  when  we  came  back  from  the  recess 
and  the  big  news  on  August  15,  was  President  Nixon's  announce- 
ment that  the  United  States  was  going  off  the  gold  exchange  stand- 
ard, but  what  no  American  paper  mentioned — the  European  press 
did — was  that  he  also  devalued  the  dollar  10  percent,  exactly  10 
percent,  and  he  imposed  a  10-percent  surtax  on  international 
transactions  which  raised  Cain  and  had  to  be  repealed  pretty  soon. 
I  mean,  he  had  to  withdraw  it. 

But  immediately  after  we  came  back  from  the  recess,  the  admin- 
istration came  forward,  Secretary  John  Connally  of  the  Treasury 
and  all  of  the  leading,  the  chairman  of  GM,  the  head  of  the  AFL- 
CIO,  and  whatnot  and  asked  us  to  pass  the  Economic  Stabilization 
Act,  which  in  effect  the  common  term  as  it  came  to  be  known  was 
wage  and  price  control,  and  now  then  I  said  and  very  properly 
what  you  are  saying  is  that  controls,  no  matter  how  they  follow 
what  I  call  Cohen's  law — Cohen's  law  was  jocularly  called  after 
Cohen  who  said  that  to  every  single  control  imposed  there  would 
be  sooner  or  later  a  method  found  to  evade  it,  but  when  the  talk 
came  about  floating,  I  never  will  forget  that  our  leader  said  "Well, 
the  day  has  come  when  gold  is  no  longer  a  monetary  fact.  We  are 
going  to  demonetize." 

The  French  didn't,  and  there  was  quite  a  bit  of  anguish,  I  never 
will  forget.  On  our  committee  I  was  one  of  five  that  voted  against 
the  Economic  Stabilization  Act,  even  though  it  was  identified  as 
one  that  liberals  should  have  been  for  and,  of  course,  I  have  always 
been  proud  of  being  called  a  liberal,  but  I  could  see  that  the  unin- 
tended consequences  of  a  peacetime  effort  to  control  this  very,  very 
complicated  economy  had  exceptions. 

For  instance,  agriculture  production  of  goods  was  not  controlled, 
so  it  was  obvious  back  home  shortly  after  that  you  had  a  dilemma 
because  the  cattle  grower  on  the  range  could  raise  the  price,  but 
when  he  sold  it  to  the  packer,  then  the  packer  had  to  raise  his 
price  to  the  manufacturer,  who  was  making  chili  con  carne  in  a  can 
and  putting  it  on  the  shelves  that  was  under  control.  The  wheat 
grower  wasn't  under  control,  but  the  baker  was  and  the  grocer 
who — or  rather  the  baker  who  processed  that  local  bread  was 
under  control,  so  it  wasn't  but  about  2  months  after  the  passage 
of  that  act  that  we  had  the  then  regulator  from  Harvard  come  in 
and  asked  us  to  try  to  cover  that  in  law,  so  I  have  seen  the  struggle 
and  the  efforts,  also  some  very  little  noticed  legislation  that  we  had 
to  pass  soon  after  that  to  devalue  on  the  basis  of  the  content  of 
gold,  of  the  dollar,  but  what  I  am  saying  is  that  you  are  absolutely 
correct,  the  floating  system  has  reached  a  point  of  such  instability 
that  again  there  is  a  need  for  some  kind  of  modification. 

I  am  not  smart  enough  to  know  what  it  is,  but  I  think  I  can  see 
that  there  is  a  need,  so  I  wanted  to  thank  you  for  that  observation. 
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Now,  one  more  point.  On  page  6  of  your  testimony,  you  have  a 
paragraph  that  says  that  the  fee  structure  of  hedge  funds  is  not 
perfect.  Usually,  there  is  an  asymmetry  between  the  upside  and 
the  downside.  The  managers  take  a  share  of  the  profits,  but  not  of 
the  losses.  The  losses  are  usually  carried  forward. 

As  a  manager  slips  into  minus  territory,  he  has  a  financial  in- 
ducement to  increase  the  risk  to  get  back  into  positive  fee  territory 
rather  than  to  retrench  as  he  ought  to.  This  feature  was  the 
undoing  of  the  hedge  fund  industry  in  the  late  1960's,  just  as  I  en- 
tered the  business.  But  now  isn't  this  fundamentally  what  was  at 
the  basis  of  Mr.  Ponzi  of  Boston's  scheme? 

Wouldn't  you  say  that  was  fundamentally  about  the  same  thing 
if  you  will  recall  the  Ponzi  scheme? 

Mr.  Soros.  Similar. 

The  Chairman.  Where  he  got  overextended  and  pretty  soon  he 
had  to  meet  his  obligations  and  could  no  longer  borrow,  so  this  is 
why  I  made  reference  earlier,  but  then  your  statement  that  the 
hedge  fund  operations  are  not  necessarily  harmful  or  disturbing, 
but  just  last  week  we  had  David  Askin  collapse,  $500  million,  and 
go  into  bankruptcy.  Now,  he  was  supposed  to  be  a  great  financial 
expert,  and  he  advertised  his  hedge  as  a  low  risk,  so  you  know  this 
combination  of  statement  does  show  that  there  is  ample  reason  to 
be  concerned. 

Again  I  want  to  thank  you  very  much  for  your  contribution  to 
this  committee,  and  its  understanding  which  is  absolutely  nec- 
essary before  we  can  knowingly  and  intelligently  act  if  we  do,  and 
also  for  the  time  you  have  taken  from  your  busy  concerns,  and  you 
have  been  very  patient  and  we  want  to  thank  you. 

Thank  you  very  much,  Mr.  Soros. 

The  committee  will  stand  adjourned  until  further  call  of  the 
Chair. 

[Whereupon,  at  1:47  p.m.,  the  hearing  was  adjourned.] 
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Opening  Statement  of  Henry  B.  Gonzalez,  Chairman 
Committee  on  Banking,  Finance  and  Urban  Affairs 

Banking  System  Exposure  to  Hedge  Funds 

April  13,  1994 

I  have  called  this  hearing  to  examine  the  activities  of  hedge 
funds,  and  how  those  activities  affect  the  health  of  the  banking 
system.  This  hearing  originated  because  of  the  Committee's  ongoing 
review  of  the  use  of  derivative  products  in  our  financial  markets. 
Hedge  funds  are  one  of  the  largest  purchasers  of  derivative  products 
from  banks,  and  that  status  alone  makes  them  worthy  of  scrutiny.  But 
hedge  funds  deserve  extra  scrutiny  because  they  often  leverage  their 
capital  with  loans  from  banks,  creating  the  possibility  of  large 
defaults  when  a  hedge  fund  fails. 

Hedge  funds  can  also  amass  enough  financial  clout  to  move 
markets,  as  was  the  case  in  the  breakdown  of  the  European  Monetary 
System,  ar-d  in  their  influence  on  the  treasury  securities  market. 
This  power  to  move  markets  has  led  regulators  around  the  globe  to 
worry  about  the  risks  hedge  funds  pose  to  market  stability.  In  a 
1992  report  on  the  Government  Securities  Market,  the  regulators 
stated  that  "the  sheer  size  of  the  positions  taken  by  hedge  funds  in 
the  Government  Securities  Market  raises  concerns  about  systemic  risk 
that  these  funds  may  introduce  into  the  financial  markets." 

I  am  pleased  to  learn  that  the  regulatory  agencies  have  begun 
to  address  the  risks  hedge  funds  pose  to  the  stability  of  the 
financial  system,  and  that  all  the  regulators  consider  their 
authority  to  hedge  fund  information  adequate. 
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I  am  still  concerned  about  bank  participation  in  speculation 
through  their  own  hedge  fund-like  operations  —  called  bank  trading 
accounts.  Statistics  show  that  bank  trading  accounts,  which  are  like 
a  hedge  fund,  are  growing  at  an  uncontrolled,  rapid  pace.  At  the  top 
ten  bank  holding  companies  trading  account  assets  have  increased  over 
500%  in  the  past  four  years  to  over  $120  billion.  One  bank,  Bankers 
Trust,  has  a  $40  billion  trading  account,  which  is  no  less  than  50% 
of  its  total  assets.  In  total,  bank  trading  accounts  dwarf  the 
resources  of  hedge  funds. 

The  bank  regulators  have  allowed  federally-insured,  bank  trading 
accounts  to  grow  unchecked,  despite  the  fact  that  these  accounts  are 
used  for  speculation.  Like  hedge  funds,  the  only  way  to  understand 
the  threat  is  to  learn  more  about  bank  trading  accounts,  which  X  have 
directed  my  staff  to  begin  studying  immediately.  We  must  debunk  the 
myths  and  develop  supervisory  strategies  to  control  the  risks.  I 
hope  we  can  begin  that  process  at  this  hearing. 

I  want  to  thank  the  regulators  and  Mr.  Soros  for  appearing  here 
today  to  help  the  Committee  better  understand  the  risks  hedge  funds 
pose  to  the  banking  system. 
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STATEMENT  OP  THE  HON.  JAMES  A.  LEACH 
HOUSE  BANKING  COMMITTEE 
HEARING  ON  HEDGE  FUNDS 
APRIL  13,  1994 

Thank  you  Mr.  Chairman.   I  would  like  to  commend  you  for 
having  this  hearing  today  on  hedge  funds  and  their  role  in  the 
financial  markets.   I  believe  the  timing  of  this  hearing  is 
particularly  opportune  given  the  recent  volatility  in  the 
financial  markets  and  the  possibility  that  highly  leveraged  hedge 
funds  may  have  contributed  to  this  volatility. 

Hedge  funds  have  been  an  item  of  concern  in  the  financial 
markets  for  quite  some  time.   While  some  forms  of  hedge  funds  are 
merely  a  vehicles  to  manage  risk  for  sophisticated  investors, 
other  types  of  hedge  funds  appear  to  rely  on  highly  leveraged 
trading  strategies  to  influence  financial  markets  and  to 
speculate.   It  should  be  noted  that  as  far  back  as  President 
Reagan's  Task  Force  commissioned  to  study  the  1987  market  break, 
highly  leveraged  hedge  funds  have  been  cited  as  a  source  of 
market  volatility. 

Highly  leveraged  hedge  funds  also  appear  to  have  played  a 
significant  role  in  the  1992  European  currency  crisis  where  such 
funds  used  derivative  products  in  order  not  only  to  speculate  on 
but  precipitate  market  movements.   While  derivative  products  can 
prudently  reduce  exchange  rate  risk  for  market  participants,  they 
can  also  increase  exchange  rate  volatility.   As  the  speculative 
raid  in  1992  on  the  Bank  of  England  and  more  recently  the  1993 
attack  on  the  Bank  of  France  indicates,  an  increased  use  of 
leveraged  financial  instruments  makes  stable  exchange  rates 
impossible  to  maintain. 
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While  I  have  never  been  wedded  to  the  notion  that  trade  is 
facilitated  by  arbitrarily  maintained,  fixed  exchange  rates,  and 
while  I  have  long  believed  governments  should  be  chary  about 
massive  intervention  in  currency  markets,  I  believe  exchange  rate 
mechanisms  are  more  likely  to  foster  stable  economic  growth  if 
flexibility  is  reflected  in  gradualist  rather  than  abrupt  change. 
What  derivative  products  induce  is  extended  swings  in  the  market, 
which  self-servingly  makes  use  of  such  products  more  important 
for  commercial  firms,  but  more  dangerous  for  the  taxpayer 
bystander.   For,  to  date,  losers  in  this  game  of  financial 
chicken  have  disproportionately  been  taxpayers  in  countries  like 
Britain  and  France.   Governments,  in  effect,  have  chosen  to  bail 
out  the  market,  providing  windfalls  to  a  few  and  accepting  losses 
on  behalf  of  the  many.   But  even  bureaucrats  wise  up.   Once- 
burned  Finance  Ministries  are  likely  to  be  less  inclined  to 
protect  or,  perhaps  in  the  case  of  the  Japanese,  be  less  likely 
to  attempt  to  depreciate  their  currencies  and  shift  losses  in  the 
future  more  squarely  on  private  sector  players . 

Some  also  suggest  that  highly  leveraged  hedge  funds  may  have 
played  a  role  in  the  more  recent  downturn  in  financial  markets 
and,  conversely  are  themselves  vulnerable  to  sudden  market  risks. 
One  such  fund  has  gone  out  of  business  already  and  it  is  unclear 
what  the  ultimate  fallout  will  be  in  the  financial  markets.   In 
examining  the  recent  market  activities,  it  does  appear  that 
certain  highly  leveraged  hedge  funds  and  other  large  traders  were 
over- leveraged  in  speculative  positions  that  resulted  in  losses 
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that  had  to  be  covered.   While  available  data  seems  to  indicate 

that  the  recent  market  downturn  was  based  on  economic 

fundamentals  and  changing  expectations,  these  speculative  losses 

by  large  leveraged  traders,  in  conjunction  with  margin  and 

collateral  calls  by  lending  institutions,  may  have  played  a  role 

in  the  present  downturn  in  financial  markets. 

One  of  the  tools  of  leverage  used  by  hedge  funds  and  other 

large  leveraged  traders  is  derivative  instruments.   While 

derivatives  have  many  useful  risk  management  purposes  in 

financial  markets,  it  is  inescapable  that  they  may  be  also  be 

used  in  a  less  prudent  manner  to  provide  greater  leverage  to 

traders  in  highly  speculative  positions.   In  response  to 

questions  posed  by  the  Minority  during  preparation  of  its  1993 

Staff  Report  on  Financial  Derivatives,  the  SEC  staff  indicated: 

(R)ecent  experience  in  the  sharp  market 
daclines  of  1987,  1989,  and  1991  has 
demonstrated  how  the  liquidity  of  the 
nation's  equity  markets  may  be  strained  by 
the  sell -off  of  stocks  and  futures  by 
derivative  dealers  trying  to  adjust  their 
hedges  to  accommodate  rapidly  changing  market 
risks.   Experience  has  also  shown  that  market 
volatility  can  be  magnified  to  the  extent  a 
few  large  dealers  or  investors  dominate  and 
are  capable  of  moving  a  market . 

It  would  be  wrong  to  say  that  the  recent  market  downturn  was 
caused  by  derivatives.   Again,  economic  fundamentals  and  changing 
expectations  appear  to  be  the  driving  force  in  market  movements. 
However,  the  question  is  whether  there  is  a  fundamental  element 
to  this  market  downturn  that  relates  to  derivatives  trading  and 
whether  derivatives  fundamentally  create  greater  market 
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volatility.   Market  data  appears  to  indicate  that  derivatives  do 
not  enhance  market  volatility  in  normal  times,  but  the  jury  is 
still  out  in  times  of  abnormal  market  stress. 

Of  particular  concern  may  be  the  thin  markets  that  exist  in 
certain  derivative  products.   In  times  of  market  stress,  firms 
utilizing  derivatives  to  take  speculative  positions  may  be  forced 
to  execute  hedges  in  the  liquid  cash  markets  to  offset  losses  in 
illiquid  derivative  products,  thereby  forcing  down  prices  in  the 
cash  markets.   Some  attributed  such  a  phenomena  to  exchange 
traded  derivatives  in  the  1987  market  break  and  certain  parallels 
may  exist  related  to  OTC  derivatives  today.   If  such  theories  are 
correct  it  would  indicate  that  highly  leveraged  speculation  using 
certain  derivative  products  may  pose  a  significant  systemic  risk 
to  the  financial  system. 

To  protect  against  such  systemic  risk,  regulators  should 
rely  on  certain  cornerstones  of  prudent  financial  supervision  -- 
strong  capital  standards,  prudent  accounting  including  greater 
reliance  on  mark  to  market  valuations,  expanded  disclosure,  and 
increased  attention  to  suitability  concerns.   Derivatives  raise 
unique  issues  for  regulators  in  these  areas  particularly  since  it 
is  difficult  to  accurately  estimate  the  fair  value  of  certain 
customized  OTC  derivatives  as  well  as  more  exotic  derivative 
instruments  that  are  valued  based  on  complex  mathematical 
formulas  and  not  true  market  prices.   Instead  of  mark  to  market 
pricing  what  occurs  is  often  a  "mark  to  model"  valuation.   It  is 
unclear  whether  this  mathematical  "mark  to  model"  approach 
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accurately  reflects  the  risks  financial  institutions  are  facing 
in  the  marketplace  or  whether  non-financial  institutions,  even 
sophisticated  commercial  companies  such  as  Proctor  and  Gamble, 
have  sufficient  capabilities  to  assess  the  risk  of  financial 
instruments  ironically  designed  to  reduce  risk. 

The  derivatives  industry  has  dramatically  expanded  during  an 
extremely  favorable  market  environment .   Regulators  need  to  be 
cautious  in  evaluating  derivatives  until  we  fully  understand  how 
these  products  perform  in  a  time  of  market  stress  and  in  the 
context  of  a  market  expansion  that  may  be  as  great  as  to  have 
changed  the  nature  of  the  risks  associated  with  individual 
instruments. 

In  order  to  enhance  supervision  of  derivatives  by  federal 
regulators,  the  Chairman  and  I  have  both  introduced  bills  in  this 
area  that  have  complementary  goals .   The  Chairman  and  I  have 
common  concerns  on  the  import  of  these  issues  and  I  believe  that 
many  provisions  in  our  respective  bills  are  similar.   However, 
the  approaches  developed  in  our  two  bills  (H.R.  3748  and  H.R. 
4170)  have  some  differentiation.   Indeed,  several  key  differences 
exist.   First,  my  bill,  H.R.  3748,  creates  an  interagency 
commission  to  coordinate  supervision  of  derivative  products  which 
is  headed  by  the  Federal  Reserve  Board  Chairman  and  places  the 
FED  as  the  lead  agency  for  purposes  of  international 
negotiations.   The  Chairman's  bill  empowers  the  Treasury 
Department  as  the  lead  agency  for  supervisory  purposes  and 
international  negotiations.   I  would  note  that  the  1988 
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Presidential  Task  Force  on  Market  Mechanisms  recommended  that  on 
balance  the  FED  should  be  the  primary  supervisor  on  issues  that 
cut  across  the  capital  markets.   I  continue  to  agree  with  this 
recommendation  based  particularly  on  the  FED's  expertise  and  its 
independence  and  would  also  note  that  the  recommendations  from 
the  1988  Task  Force  have  generally  proved  successful.   In 
addition,  the  Fed  has  unique  regulatory  and  supervisory  expertise 
spread  across  the  whole  spectrum  of  the  banking  industry.   The 
Fed  would  bring  to  the  regulatory  process  the  additional 
advantage  of  the  expertise  gained  from  its  central  bank  functions 
and  its  relationships  with  foreign  central  banks.   Assigning 
primary  supervisory  authority  to  the  Fed  would  also  bring  our 
system  into  symmetry  with  foreign  regulatory  practices  in  this 
age  of  increasing  globalization  of  commerce. 

Second,  H.R.  3748  seeks  to  create  framework  legislation  to 
stimulate  supervisory  initiatives  related  to  capital,  accounting, 
disclosure  and  suitability.   The  legislation  seeks  to  rely  on  the 
expertise  of  the  regulatory  agencies  in  formulating  specific 
standards.   The  Chairman's  bill  is  far  more  specific  in  the 
disclosure  area  codifying  many  current  or  pending  disclosure 
requirements.   Although  I  generally  support  the  regulators' 
progress  on  disclosure  issues,  concerns  exist  that  by  codifying 
these  requirements  a  certain  amount  of  flexibility  would  be 
removed  from  the  regulators,  and  one  approach  would  be  considered 
adequate  for  an  extended  period,  irrespective  of  changing  market 
circumstances.   In  addition  it  is  not  clear  that  in  this 


66 


complicated  financial  arena  legislators  have  the  expertise  to 
distinguish  helpful  regulation  from  counter-productive,  burden- 
producing  paperwork.   Greater  disclosure  after  all,  must  serve  a 
constructive  purpose,  and  not  lead  to  economic  stultification. 
In  this  regard,  I  believe  appropriate  disclosure  models  should  be 
developed  by  regulators  but  am  apprehensive  that  specific 
approaches  should  be  mandated  by  statute. 

Finally,  I  am  very  skeptical  at  hints  in  the  Chairman's  bill 
that  derivatives  supervision  should  be  sought  through  taxation  of 
these  products.   In  terms  of  the  risk  involved  with  derivatives, 
I  would  rather  deal  with  the  issue  by  insisting  that  market 
participants  have  adequate  competence  and  wherewithal  than  apply 
taxes  and  simply  come  up  with  another  technique  for  taxation 
which,  among  other  things,  could  be  competitively  disadvantageous 
for  U.S.  job  creation. 

I  am  hopeful  that  differences  on  these  key  issues  can  be 
narrowed  and  I  look  forward  to  hearing  today's  testimony. 
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I  wish  to  commend  the  Chairman  for  his  leadership  and  recognition  of  the  need  to 
review  the  practices  of  hedge  funds.  This  is  a  very  important  bearing  because,  as 
Members  of  the  Banking  Committee,  we  must  be  assured  that  unregulated,  highly- 
leveraged  investment  partnerships  and  their  use  of  derivatives  operate  in  accordance  with 
all  required  market  and  institutional  standards.  Further,  we  must  assess  their  impact,  if 
any,  on  the  market  downturn.  Of  particular  concern  are  the  twin  demons  of  explosive, 
unchecked  growth  coupled  with  lack  of  regulatory  constraints.  As  policymakers,  each  of 
us  needs  to  review  the  practices  of  hedge  funds  so  that  these  investment  vehicles  do  not 
become  the  next  runaway  train  to  etude  our  grasp  and  destabilize  the  markets. 

I  look  forward  to  the  wisdom  of  the  Fed  and  the  SEC  in  providing  us  with  then- 
views  on  the  market  risks  and  rewards  of  hedge  funds  and  to  advise  us  in  determining 
whether  we  need  to  consider  initiating  legislation  to  impose  registration  or  other  market- 
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entry  restrictions. 

Finally,  it  is  important  to  acknowledge  the  foresight  of  my  colleague  Jim  Leach  who 
has  had  a  continuing  interest  in  oversight  of  the  derivatives  market  and  has  advanced 
legislation  to  create  an  interagency  commission  to  establish  rules  and  impose  industry 
standards  on  the  financial  derivatives  industry.  While  derivatives  provide  the  benefit  of 
managing  market  risk  and  insulating  investments  from  interest  rate  swings  and  currency 
exchange  shifts,  uncontrolled  explosive  growth  of  both  the  derivatives  market  and  the 
hedge  funds  and  the  latter's  use  of  derivatives  should  give  this  Committee  pause.  Mr. 
Chairman,  I  welcome  the  testimony  of  the  experts  in  the  field,  both  financial  and  securities 
industry  representatives  and  regulators,  as  well  as  the  managers  of  the  hedge  funds. 

Since  the  testimony  was  not  available  to  me  in  advance,  I  trust  that  our  witnesses 
are  prepared  today  to  answer  any  questions  and  address  any  concerns  we  may  raise. 
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I  want  to  thank  Chairman  Gonzalez  for  holding  these  hearings 
on  hedge  funds  because  we  need  to  understand  the  risk  the  funds 
pose  to  our  banking  system.   The  S&L  crisis  taught  us  the  high 
cost  of  failing  to  oversee  banks  and  their  practices. 

Hedge  funds  allow  a  few  wealthy  individuals  to  obtain 
astoundingly  heavy  leverage  from  banks  for  risky  investments.   If 
the  investment  is  profitable,  the  rich  get  much  richer.   However, 
when  hedge  funds  lose,  they  default  on  their  loans  and  the  banks, 
and  therefore  the  American  people,  pay  the  price.   We  need  to 
understand  bank  exposure  to  hedge  funds  and  to  be  sure  that  banks 
are  aware  of  the  risks  that  hedge  funds  take,  are  monitoring 
their  loans  to  hedge  funds,  and  are  demanding  sufficient  leverage 
for  the  loans. 

Furthermore,  pension  funds,  insurance  companies,  and  charity 
foundations  increasingly  participate  in  hedge  funds.   Thus,  the 
beneficiaries  of  these  fiduciary  institutions,  including  the 
elderly,  the  sick,  and  the  poor,  are  directly  affected  by  the 
funds'  gigantic  losses. 

Mr.  Chairman,  I  congratulate  you  on  your  efforts  to  examine 
this  complicated  yet  important  issue. 
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Introduction 

Mr.  Chairman  and  members  of  the  Committee,  thank  you  for  the  opportunity  to  appear 
today  to  discuss  the  safety  and  soundness  issues  associated  with  bank  involvement  with  hedge 
funds.  As  supervisor  of  national  banks,  the  Office  of  the  Comptroller  of  the  Currency  (OCC) 
believes  that  the  recent  volatility  of  financial  markets  is  an  important  issue.  The  OCC  is 
devoting  resources  to  ensuring  that  banks  adequately  monitor  and  control  the  risks  associated 
with  their  exposure  to  hedge  funds,  their  own  trading  activities  (including  the  proprietary  trading 
operations  of  multinational  banks),  and  other  activities  that  pose  similar  risks.  We  are  committed 
to  continually  improving  our  understanding  of  bank  exposure  to,  and  transactions  with,  hedge 
funds. 

As  the  following  responses  to  the  questions  in  your  invitation  letter  indicate,  only  eight 
national  banks,  and  nine  national  banking  companies,  have  some  form  of  exposure  to  hedge 
funds.  The  risks  associated  with  those  exposures  are,  at  present,  relatively  small;  and  our 
examiners  report  that  those  banks  are  adequately  controlling  those  risks,  primarily  through  the 
use  of  margin  and  collateralization  arrangements.  Partly  in  response  to  recent  market 
developments,  however,  we  have  recently  increased  our  scrutiny  of  national  bank  activities 
related  to  hedge  funds.  We  will  continue  to  follow  those  activities  closely,  and  we  are  prepared 
to  reassess  our  approach  to  supervision  of  such  activities  if  circumstances  should  warrant. 


Ql.      General  Information 

How  does  the  OCC  define  hedge  funds?  Please  provide  a  list  of  hedge  funds  with 
significant  exposure  to  banks  including  their  balance  sheet  and  income  statement 
data  and  assets  under  management.  Is  there  any  available  measure  of  the  degree  of 
leverage  that  hedge  funds  employ?   In  what  markets  do  hedge  funds  operate? 


The  term  hedge  fund  is  not  defined  in  the  federal  banking  or  securities  laws,  and  it  has 
no  precise  legal  definition.  Generally,  however,  the  term  is  used  to  describe  private 
investment  vehicles  that  tend  to  be  organized  as  private  limited  partnerships  and  are 
exempt  from  regulation  under  the  Investment  Company  Act.  As  such,  they  are  limited 
to  100  or  fewer  investors.  The  fund  manager,  who  often  invests  his  own  money  in  the 
fund,  generally  offers  participation  through  a  private-placement  memorandum. 

Hedge  funds  usually  require  large  minimum  investments  (e.g.,  ranging  from 
approximately  $250,000  to  $5  million)  and  charge  an  annual  fee  (e.g.,  1  percent)  as  well 
as  a  percentage  (e.g.,  20  percent)  of  annual  profits.  Redemptions  and  transferability  of 
partnership  interests  are  limited,  so  hedge  funds  are  relatively  illiquid  investment 
vehicles. 

Hedge  funds  may  take  both  short  and  long  positions,  use  cash  instruments  as  well  as 
over-the-counter  (OTC)  and  exchange-traded  derivatives,  and  invest  in  different  financial 
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instruments  and  financial  markets  around  the  world.  The  general  consensus  is  that  hedge 
funds  tend  to  be  highly  leveraged;  however,  as  is  the  case  with  other  highly-leveraged 
entities,  the  degree  of  leverage  is  difficult  to  measure  because  they  trade  actively  and  use 
a  wide  variety  of  off-balance-sheet  instruments.  Anecdotal  evidence  suggests  that  there 
may  be  over  500  hedge  funds,  although  an  exact  number  would  be  difficult  to  obtain 
because  the  funds  are  not  registered. 

The  OCC's  supervision  of  national  banks  focuses  on  the  risks  to  which  banks  are 
exposed.  National  banks  do  not  appear  to  be  directly  exposed  to  significant  risks  as  a 
result  of  their  activities  involving  hedge  funds.  However,  the  six  national  banks  that  are 
derivatives  dealers,  and  some  major  state  banks,  engage  in  activities  similar  to  those  of 
hedge  funds,  and  those  activities  may  present  similar  risks.  In  particular,  the  proprietary 
trading  units  of  some  of  these  national  banks  actively  trade  cash  and  derivatives 
instruments  to  take  positions  and  to  establish  a  risk  position  for  the  bank.  The  volume 
of  trading  conducted  in  those  units  of  national  banks  is  a  relatively  small  portion  of  the 
bank's  overall  derivatives  activities.  Nonetheless,  we  supervise  such  trading  operations 
closely  to  ensure  that  national  banks  operating  them  are  adequately  controlling  the 
associated  risks. 

In  each  of  the  six  dealer  banks,  a  full-time  examiner  staff  monitors  trading  and  risk 
management  activities.  In  addition,  we  have  been  active  in  developing  policies  to  ensure 
that  banks  conduct  their  trading  operations  in  a  safe  and  sound  manner.  On  October  27, 
1993,  we  issued  a  Banking  Circular  on  risk  management  of  financial  derivatives  (BC 
277),  which  requires  banks  to  properly  measure  and  monitor  the  individual  and  aggregate 
risks  associated  with  their  derivatives  portfolios,  and  to  set  and  follow  appropriate  risk 
limits.  As  BC  277  states,  we  expect  national  banks  to  apply  its  guidelines  not  only  to 
their  derivatives  activities,  but  to  risk  management  generally,  including  their  non- 
derivatives  trading  activities,  to  the  extent  possible. 

We  are  also  developing  supplemental  examiner  guidance  to  accompany  BC  277,  which 
will  include  detailed  procedures  for  the  supervision  and  examination  of  a  bank's 
derivatives  activity.  Our  examiners  are  currently  field  testing  the  guidance,  and  we 
expect  to  issue  a  final  version  within  the  next  few  months. 
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Q2.      Bank/Hedge  Fund  Relationship 

What  is  total  bank  exposure  to  hedge  funds?  Please  include  totals  for  extensions  of 
credit,  guarantees,  derivatives  exposures,  etc.  What  is  the  total  bank  credit  risk 
exposure  to  hedge  funds? 

Please  list  all  the  banking  services  provided  to  hedge  funds  and  the  revenue  derived 
from  those  services.  Are  any  banks  investors  in  hedge  funds?  Do  any  banks  act  as 
investment  advisors  to  hedge  funds? 


We  are  not  aware  of  an  information  source  that  would  enable  us  to  describe  total  bank 
exposure  to  hedge  funds;  therefore,  we  are  only  able  to  provide  data  for  those  banks  for 
which  we  have  supervisory  responsibility. 

Eight  national  banks  have  some  form  of  exposure  to  hedge  funds,  providing  one  or  more 
of  the  banking  services  listed  below.  OCC  examiners  surveyed  each  of  the  eight  banks 
and  found  that,  as  of  December  31,  1993  and  March  31,  1994,  the  largest  area  of 
exposure  of  national  banks  to  hedge  funds  was  through  direct  lending.  That  lending  was 
largely  secured. 

Those  eight  banks  provide  the  following  banking  services  to  their  hedge  fund  customers: 


Direct  lending,  secured  and  unsecured 

Lines  of  credit  for  foreign  exchange,  derivatives,  fixed  income  securities,  precious 

metals,  and  emerging  markets  trading 
Lines  of  credit  for  government  securities  repurchase  agreements 
Standby  letters  of  credit 
Payment  services  for  foreign  exchange  trading 
Custodial  services 
Securities  clearance 

Brokerage  services  for  execution  and  clearing  of  trades 
Cash  management  services 

However,  no  bank  provides  every  service. 

Our  examiners  also  found  that,  as  of  year-end  1993,  aggregate  direct  lending  exposure 
to  hedge  funds  in  those  eight  banks  and  their  holding  companies  was  $669  million.  The 
positive  replacement  cost  (or  credit  risk)  of  the  trading  exposure  to  hedge  funds  in  those 
eight  banks  and  their  holding  companies  was  $101  million.  The  majority  of  these 
transactions  were  partially  or  fully  collateralized.  Collateral  covered  234  percent  of 
aggregate  direct  loan  exposure  and  38  percent  of  trading  exposure. 
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Excluding  the  exposure  of  bank  affiliates,  the  credit  exposure  of  the  eight  national  banks 
was  no  more  than  $526  million.  This  represents  no  more  than  .03  percent  of  national 
bank  assets. 

These  data  indicate  that  the  credit  exposure  of  these  eight  national  banking  companies  is 
small  relative  to  their  exposures  to  other  borrowers,  totalling  .09  percent  of  these 
companies'  assets  and  .91  percent  of  their  capital.  Moreover,  these  exposures  are 
collateralized  to  a  large  extent.  We  believe,  therefore,  that  the  risks  associated  with 
national  bank  involvement  with  hedge  funds  are  relatively  small,  and  that  banks  are 
adequately  controlling  those  risks. 

As  of  March  31,  1994,  the  aggregate  credit  exposure  to  hedge  funds  of  these  eight 
banking  companies  (through  direct  lending  and  trading  lines  of  credit)  had  increased  34 
percent  over  year-end  1993  to  $1 .04  billion.  Of  that  aggregate  exposure,  direct  lending 
exposure  was  $880  million,  and  the  positive  replacement  cost  of  their  trading  exposure 
was  $151  million.  Collateral  covered  159  percent  of  direct  lending  exposure  and  66 
percent  of  trading  exposure. 

Our  examiners  have  also  found  that  the  parent  holding  company  of  one  of  the  eight  banks 
mentioned  above,  and  the  parent  company  of  an  additional  national  bank,  have  equity 
investments  in  hedge  funds.  One  of  those  hedge  funds  is  sponsored  by  a  state-chartered 
bank.  Their  investments  totaled  $45  million  as  of  December  31,  1993,  falling  to  $30 
million  by  March  31,  1994.  The  investments  are  quite  small  relative  to  the  banking 
companies'  other  investments,  their  capital,  and  their  annual  earnings.  No  national  banks 
act  as  investment  advisors  to  hedge  funds. 

The  data  that  would  enable  us  to  provide  the  Committee  with  consistent  information  about 
the  revenues  associated  with  the  services  national  banks  provide  to  hedge  funds  are  not 
available. 
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Q3.      OCC  Monitoring  of  Hedge  Funds 

Please  describe  the  means  used  by  the  OCC  to  evaluate  the  degree  of  bank  credit 
risk  exposure  to  hedge  funds.  Does  the  OCC  require  banks  to  report  any 
information  on  their  exposure  to  hedge  funds?  Has  the  OCC  performed  any  studies 
on  bank  exposure  to  hedge  funds.  Does  the  OCC  have  any  plans  to  require  banks 
to  report  on  hedge  fund  exposure? 


OCC  examiners  evaluate  the  degree  of  bank  credit  risk  exposure  to  hedge  funds  during 
periodic  examinations,  as  part  of  their  oversight  of  all  bank  activities  involving  credit 
risk.  As  the  response  to  Question  2  describes,  total  bank  credit  risk  exposure  to  hedge 
funds,  which  occurs  as  the  result  of  secured  and  unsecured  direct  lending,  trading 
relationships,  and  other  services  banks  provide  to  hedge  funds,  is  small  relative  to  their 
exposures  to  other  borrowers,  and  relative  to  their  earnings  and  capital.  To  date,  we 
have  not  found  it  necessary  to  impose  formal  reporting  requirements  relating  specifically 
to  hedge  funds.  If,  at  a  later  date,  we  find  our  current  procedures  to  be  inadequate, 
however,  we  will  take  steps  to  get  the  information  we  need.  Those  steps  could  include 
adopting  formal  reporting  requirements. 

Largely  as  a  result  of  recent  market  developments  that  have  been  unfavorable  to  the 
financial  position  of  many  hedge  funds  that  have  relationships  with  national  banks,  we 
have  increased  in  recent  months  the  attention  we  are  paying  to  bank  hedge  fund  activity. 
In  February  of  this  year,  OCC  examiners  began  to  collect  additional  information 
regarding  bank  credit  exposure  to  hedge  funds.  We  summarize  the  data  collected  by  our 
examiners  in  the  responses  to  Questions  2  and  4. 


Since  hedge  funds  are  not  rated  by  the  independent  credit  agencies,  based  on  what 
information  do  banks  lend  to  hedge  funds?  Do  hedge  funds  provide  adequate  data 
for  banks  to  make  credit  decisions?  Does  the  fact  that  a  hedge  fund  is  also  usually 
a  purchaser  of  derivatives  sway  the  banks'  credit  decisions  in  any  way? 


Our  examiners  have  found  that  banks  evaluate  the  credit  risk  associated  with  a 
prospective  transaction  with  a  hedge  fund  (or  with  any  other  borrower  that  does  not 
regularly  disclose  financial  data  to  the  public  or  to  the  rating  agencies)  by  obtaining  the 
specific  information  that  they  need  to  make  an  informed  credit  decision  directly  from  the 
borrower. 

Banks  rely  heavily  on  specific  knowledge  about  the  fund  manager,  the  investment  record 
of  the  fund,  and  the  fund's  investment  strategy.  Although  banks  require  regular 
submission  of  financial  statements  from  hedge  funds  with  which  they  transact  business, 
they  rely  less  heavily  on  such  statements  because  hedge  funds  tend  to  engage  in  a  large 
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volume  of  trading  and  off-balance-sheet  activity.  Banks  also  use  information  they  obtain 
through  any  other  customer  relationships  they  may  have  had  with  the  counterparty . 

As  described  in  the  response  to  Question  2,  national  banks  lending  to  hedge  funds  secure 
a  large  portion  of  the  associated  credit  exposure  by  requiring  the  funds  to  post  collateral. 
The  banks  place  great  reliance  on  the  quality  and  liquidity  of  the  collateral,  and  if 
appropriate,  they  require  collateral  margins  of  over  100  percent.  In  addition,  they  ensure 
control  over  the  collateral. 

After  the  bank  has  made  the  decision  to  extend  credit,  it  communicates  with  the 
counterparty  as  frequently  as  is  necessary  to  monitor  adequately  its  credit  risk  position. 
Because  of  the  importance  of  collateral  in  lending  relationships  with  hedge  funds,  the 
banks  monitor  the  value  of  collateral  often,  usually  on  a  daily  basis. 

To  ensure  safe  and  sound  management  of  banks'  credit  risk  exposure.  OCC  policy 
requires  that  a  national  bank's  credit  function  be  separate  and  independent  from  its 
derivatives  trading  function.  Specifically,  OCC's  BC  277  requires  bank  management  to 
ensure  that  credit  authorizations  for  derivatives  customers  and  the  bank's  risk  monitoring 
are  provided  by  personnel  independent  of  the  trading  unit.  Hence,  a  credit  unit  that  is 
independent  of  the  bank's  trading  unit  approves  and  monitors  the  bank's  credit  exposure. 
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Q4.      Hedge  Funds  as  Bank  Derivatives  Customers 

In  dollar  and  quantity  terms,  what  percentage  of  bank  OTC  derivatives  contracts 
are  purchased  by  hedge  funds?  What  percentage  of  exchange  traded  derivatives 
contracts  are  purchased  by  hedge  funds? 


As  we  note  in  our  December  3,  1993  response  to  the  Committee's  October  5.  1993  letter 
on  bank  derivatives  activities,  a  few  national  banks  have  established  or  acquired  operating 
subsidiaries  that  are  Securities  and  Exchange  Commission  (SEC)-registered  broker-dealers 
or  Commodities  Futures  Trading  Commission  (CFTC)-registered  futures  commission 
merchants  (FCMs),  to  engage  primarily  in  exchange-related  derivatives  activities.  As  of 
December  31,  1993,  nine  percent  of  transactions  cleared  by  one  national  bank's  FCM 
were  with  hedge  funds,  and  less  than  one  percent  of  transactions  that  were  cleared  by 
another  national  bank's  FCM  were  with  hedge  funds. 

Our  examiners  queried  the  eight  national  banks  that  have  trading  relationships  with  hedge 
funds  and  found  that  less  than  1  percent  of  their  total  OTC  derivatives  transactions 
outside  FCMs  are  with  hedge  funds. 

Data  that  would  enable  us  to  further  answer  the  Committee's  questions  are  not  available 
to  the  OCC. 


Are  there  any  restrictions  or  prohibitions  on  the  sharing  of  information  on  hedge 
fund  purchases  of  derivative  products  between  bank  derivative  operations  and  bank 
trading  account  operations? 


Many  national  banks  that  engage  in  OTC  derivatives  transactions  as  dealers  with  their 
customers  also  engage  in  a  relatively  small  volume  of  proprietary  trading.  The  OCC  has 
not  required  national  banks  to  erect  any  legal  or  physical  barrier  between  the  two 
functions,  or  between  customer  transactions  and  any  other  trading  activity  of  the  bank  in 
foreign  exchange,  precious  metals,  or  government  securities. 

Bank  dealers  use  information  they  gain  from  observing  customer  transaction  flows  to 
develop  views  on  major  market  movements.  Such  information  is  important  to  dealers  and 
may  allow  them  to  operate  more  effectively. 

However,  a  bank's  derivatives  customers  may  not  be  any  more  prescient  than  the  bank 
regarding  future  market  movements,  so  any  information  gleaned  from  customer 
transactions  may  be  of  limited  use  to  the  bank.  Furthermore,  each  customer's 
circumstances  are  unique  and  may  not  be  driven  by  the  customer's  opinion  about  general 
market  movements.  They  could,  for  example,  result  from  the  customer's  desire  to  hedge 
other  positions.   Thus,  a  customer's  purchase  of  a  particular  product  or  set  of  products 
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would  not  necessarily  indicate  the  customer's  opinion  about  market  movements.  In  this 
case,  following  the  customer's  lead  would  not  necessarily  serve  the  bank's  proprietary 
trading  objectives. 

The  OCC  believes  that  national  banks  can  safely  carry  out  both  customer  and  trading 
functions  in  the  same  department,  provided  they  have  appropriate  systems  and  controls 
in  place.  BC  277  emphasizes  that  dealer  banks  should  have  or  implement  proper  systems 
and  controls  to  manage  both  functions  in  a  safe  and  sound  manner. 

In  addition,  the  above-mentioned  national  bank  operating  subsidiaries  that  are  SEC- 
registered  broker-dealers  or  CFTC-registered  FCMs  are  subject  to  SEC  and  CFTC  rules 
designed  to  protect  against  conflicts  of  interest  between  transactions  executed  on  behalf 
of  the  subsidiaries  and  their  affiliated  parties  (included  affiliated  bank)  on  the  one  hand, 
and  transactions  executed  on  behalf  of  their  customers  on  the  other  hand.  The 
restrictions  are  based  on  the  agent/fiduciary  obligations  of  broker-dealers  and  FCMs. 
(When  banks  trade  derivatives,  precious  metals,  or  foreign  exchange  contracts  with  hedge 
funds,  they  do  so  as  principals.) 
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Q5.      Hedge  Funds  and  Systemic  Risk 

What  risks  do  hedge  funds  pose  to  the  safety  and  soundness  of  the  banking  system? 
For  example,  how  would  the  failure  of  a  large  hedge  fund  and  the  ensuing  default 
on  derivatives  contracts  affect  banks  and  the  derivatives  market? 


As  the  answer  to  Question  2  indicates,  national  bank  exposure  to  hedge  funds  is  relatively 
small,  for  the  most  part  collateralized,  and  subject  to  credit  risk  controls  that  would  apply 
in  any  extension  of  credit  to  any  highly  leveraged  borrower.  Therefore,  the  national 
bank  exposure  to  hedge  funds  that  we  describe  does  not  pose  particular  safety  and 
soundness  risks  either  to  any  individual  bank  or  to  the  banking  system. 

Certainly,  however,  financial  regulators  have  reason  to  be  concerned  about  the  potential 
systemic  impact  of  hedge  fund  activity.  The  rapid  growth  in  volume  and  complexity  of 
derivative  instruments,  and  the  accompanying  rapid  improvements  in  technology  and 
telecommunications,  has  increased  the  rate  at  which  shocks  spread  throughout  the 
financial  system. 

Hedge  funds  participate  in  many  of  the  same  derivatives  activities  that  banks  engage  in 
on  behalf  of  customers  and  as  part  of  their  own  risk  management.  As  bank  supervisors, 
the  OCC  has  concerns  about  the  risks  associated  with  the  markets  in  which  banks  and 
hedge  funds  participate,  as  well  as  banks'  vulnerability  to  systemic  events  in  those 
markets. 

In  particular,  we  are  concerned  about  the  liquidity  of  some  of  the  markets  in  which  banks 
and  hedge  funds  participate.  Rapid  movements  in  market  conditions  could  lead  to 
simultaneous  efforts  by  many  banks  and  other  market  participants,  including  hedge  funds, 
to  limit  their  exposures.  In  some  cases,  the  markets  may  not  be  sufficiently  liquid  to 
allow  all  participants  to  execute  their  desired  transactions  in  an  orderly  fashion.  To 
address  this  concern,  BC  277  requires  bank  managers  to  establish  effective  controls  over 
the  liquidity  exposure  arising  from  financial  derivatives  activities.  In  addition,  the 
circular  requires  banks  to  manage  their  liquidity  exposure  resulting  from  financial 
derivatives  activities  as  an  integral  part  of  their  day-to-day  operations,  as  well  as  their 
contingency  and  liquidity  planning  processes. 

In  addition,  as  BC  277  makes  clear,  the  OCC  believes  that  the  best  defense  against 
systemic  risk  is  for  each  bank  to  implement  effective  risk  managment  systems  that 
ultimately  include  limits  and  controls  on  interconnection  risk  and  the  ability  to  monitor 
the  exposure  resulting  from  the  covariance  between  one  or  more  risk  factors.  As  stated 
above,  we  are  preparing  supplemental  guidance  for  examiners,  which  we  plan  to  issue 
within  the  next  several  months,  that  emphasizes  the  need  for  all  banks  to  have  risk 
management  systems  in  place  that  are  sufficient  to  measure,  analyze,  and  control  each 
of  the  risks  arising  from  derivatives  activities,  and  to  have  sufficient  capital  to  absorb 
potential  losses  from  those  risks. 
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Does  the  OCC  contemplate  taking  any  action  that  would  curb  the  aggressive  trading 
strategies  of  hedge  funds?  Does  the  OCC  have  any  contingency  plans  should  a  large 
hedge  fund  fail? 


Because  none  of  the  banks  we  supervise  have  created  hedge  funds,  the  specific  trading 
strategies  of  hedge  funds  are  outside  of  OCC's  regulatory  jurisdiction.  Instead,  OCC 
supervision  aims  to  ensure  that  national  banks  have  proper  policies  and  procedures  in 
place  to  manage  adequately  their  activities,  including  activities  involving  hedge  funds. 
We  require  national  banks  to  account  appropriately  for  the  credit,  market,  liquidity, 
operational,  or  other  risks  that  might  accompany  their  associations  with  hedge  funds,  and 
to  plan  for  whatever  contingencies  might  arise  in  connection  with  those  activities. 
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Q6.      Adequate  Netting  Arrangements  with  Tax  Haven  Countries 

For  various  reasons,  some  hedge  funds  are  chartered  in  tax-haven  countries  and 
these  hedge  funds  purchase  derivatives  from  banks.  Is  the  OCC  concerned  over  the 
adequacy  of  netting  arrangements  with  tax-haven  countries? 


The  OCC  does  have  supervisory  concerns  regarding  the  adequacy  of  national  bank  netting 
arrangements,  including  such  arrangements  with  counterparties  who  are  incorporated  or 
otherwise  organized  under  the  laws  of  certain  countries,  including  tax-haven  countries. 
However,  as  further  discussed  below,  the  OCC  does  not  allow  a  bank  to  net  transactions 
or  contract  values  for  credit  risk  monitoring  purposes  or  for  capital  adequacy  purposes 
unless  a  particular  netting  arrangement  is  enforceable. 

OCC's  BC  277  states  that,  in  order  to  reduce  counterparty  credit  exposure,  a  national 
bank  should  use  master  close-out  netting  agreements  with  its  counterparties  to  the 
broadest  extent  legally  enforceable,  in  circumstances  that  include  any  possible  insolvency 
proceedings  of  such  counterparties.  As  BC  277  notes,  the  enforceability  of  bilateral  close- 
out  netting  arrangements  for  various  derivatives  transactions  in  the  insolvency 
proceedings  of  U.S.  counterparties  is  almost  certain.  The  advantages  of  such  netting 
arrangements  include  a  reduction  in  credit  and  liquidity  exposures,  the  potential  to  do 
more  business  with  existing  counterparties  within  existing  credit  lines,  and  a  reduced  need 
for  collateral  to  support  counterparty  obligations.  National  banks,  therefore,  can  gain 
substantial  potential  benefits  by  documenting  their  relationships  in  master  agreements  that 
contain  close-out  netting  provisions,  and  the  absence  of  clear  rules  permitting  netting 
increases  the  cost  of  engaging  in  derivatives  transactions. 

However,  as  BC  277  states,  the  enforceability  of  netting  provisions  against  many  foreign 
counterparties,  or  U.S.  branches  or  offices  of  some  foreign  counterparties,  is  less  certain. 
Where  national  banks  enter  into  netting  arrangements  with  such  counterparties,  we 
require  them  to  obtain  an  opinion  of  counsel  that  any  such  arrangements  would  be  valid 
in  the  event  of  default  and/or  bankruptcy  before  incorporating  such  arrangements  into 
their  calculations  of  credit  and  liquidity  exposure,  and  before  accounting  for  financial 
derivatives  transactions  with  such  counterparties  on  a  net  basis. 

In  addition,  the  only  form  of  netting  that  is  currently  permitted  by  the  risk-based  capital 
standards  applying  to  national  banks  is  netting  by  novation,  a  restrictive  form  of  netting 
that  occurs  when  the  existing  contractual  obligation  is  extinguished  by  the  subsequent  new 
obligations.  The  Basle  Committee  has  proposed  to  recognize  legally  enforceable  bilateral 
netting  arrangements  when  computing  a  bank's  counterparty  credit  risk  exposure  in 
derivatives.  The  OCC,  the  Board  of  Governors  of  the  Federal  Reserve  System,  the 
Federal  Deposit  Insurance  Corporation,  and  the  Office  of  Thrift  Supervision  are  preparing 
a  proposal  to  amend  their  risk-based  capital  standards  to  recognize  the  risk-reducing 
benefits  of  such  netting  arrangements.    However,  the  proposal  will  require  banks  to 
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obtain  opinions  of  counsel  regarding  the  legal  enforceability  of  any  netting  arrangements 
used  to  compute  counterparty  credit  risk  exposure. 

The  agencies  expect  to  issue  the  proposal  shortly,  with  a  comment  period  of  45  days. 
The  OCC  believes  that  this  proposal,  by  encouraging  the  use  of  enforceable  bilateral 
netting  arrangements,  will  reduce  the  level  of  settlement  risk-and  therefore  the  systemic 
risk-in  derivatives  markets. 


Conclusion 

At  present,  only  eight  national  banks  have  risk  exposures  to  hedge  funds;  and  their 
exposures  are  relatively  small  and  adequately  controlled.  The  OCC  will  continue  to  monitor 
those  exposures  and  other  bank  activities  that  pose  similar  risks.  In  particular,  we  will  pay 
attention  to  bank  controls  over  their  liquidity  exposure  from  such  activities.  We  will  continue 
to  study  the  safety  and  soundness  issues  related  to  bank  involvement  in  hedge  funds,  and,  if 
circumstances  warrant,  we  will  revise  our  regulatory  or  supervisory  approach  to  national  bank 
associations  with  hedge  funds. 
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Mr.  Chairman  and  members  of  the  Committee,  I  appreciate  the 
opportunity  to  appear  before  you  and  present  the  views  of  the 
Federal  Reserve  Board  on  a  number  of  topics  related  to  hedge 
funds.  These  fall  into  three  main  categories,  which  correspond 
to  the  major  points  raised  by  the  questions  contained  in  your 
letter  of  invitation.   First,  what  do  we  know  about  hedge  funds 
and  their  activities?   Second,  what  are  the  risks  to  banks  that 
have  exposures  to  these  funds?  Third,  do  the  particular 
activities  of  hedge  funds  pose  special  risks  for  the  markets  in 
which  they  operate  and  the  financial  system  more  broadly? 

Definition  and  Characteristics  of  Hedge  Funds 

The  Federal  Reserve  does  not  regulate  hedge  funds  and  does 
not  have  comprehensive  information  on  their  size  or  activities. 
Moreover,  there  is  no  universally  accepted  formal  definition  of 
"hedge  fund."  Banks  and  other  financial  institutions  that  deal 
with  or  monitor  these  entities  have  developed  their  own  specific 
working  definitions  of  the  term.  The  definitions  used  by  banks 
generally  mention  a  number  of  elements  in  characterizing  so- 
called  hedge  fluids: 

an  investment  partnership  or  mutual  fund  that  is  unregulated; 
one  that  seeks  high  rates  of  return  by  investing  or  trading 
in  virtually  any  form  of  financial  instrument; 


85 


--  an  entity  that  may  take  long  and  short  positions  and  invest 

in  many  markets; 

an  entity  that  uses  leverage; 

an  entity  whose  manager's  compensation  is  based  on  its 

financial  performance. 

A  hedge  fund  might  not  exhibit  all  of  these  characteristics 
all  of  the  time,  and  other  financial  institutions  also  exhibit 
many  of  these  characteristics.   Indeed,  it  is  important  to 
recognize  that  the  activities  of  hedge  funds  are  not 
fundamentally  different  from  those  of  many  other  institutions. 

Banks  often  distinguish  between  two  categories  of  hedge 
funds.   The  first  category  consists  of  those  organized  by  one  or 
more  individuals  with  particular  trading  philosophies  such  as 
Soros  Fund  Management,  Tiger  Management  Corporation,  and 
Steinhardt  Management  Company.   The  second  category  of  funds 
consists  of  funds  that  are  advised  by  the  proprietary  trading 
desks  of  investment  banks  or  internationally  active  commercial 
banks,  and  bear  a  name  linked  to  the  advising  entity. 

So  that  managers  of  hedge  funds  can  be  free  to  use  various 
trading  strategies,  and  free  to  change  those  strategies  quickly, 
the  funds  are  structured  in  order  to  avoid  the  regulatory 
limitations  on  permissible  assets,  leverage,  and  concentration  of 
assets  that  apply  to  other  managed  funds  that  are  offered  to  the 
public.   Hedge  funds  achieve  their  essential  flexibility  either 
by  organizing  offshore  or  by  using  the  benefits  of  limited 
partnerships.   For  example,  hedge  funds  may  avoid  registration  as 
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an  investment  company  under  the  Investment  Company  Act  of  1940  by 
restricting  participation  to  fewer  than  100  persons.   In  enacting 
the  Investment  Company  Act,  Congress  believed  that  these 
companies  did  not  involve  significant  public  policy  issues  and 
were  not  properly  subject  to  federal  regulation.   The  number  of 
investors  in  hedge  funds  is  also  limited  by  their  high  minimum 
investments,  typically  from  $250,000  to  $1,000,000  or  more. 
Participation  in  some  funds  is  further  restricted  to  professional 
traders  or  persons  with  specialized  knowledge  of  particular 
markets,  regardless  of  their  wealth. 

There  are  currently  hundreds  of  hedge  funds.   One  market 
consultant  specializing  in  hedge  funds  identified  at  least  800 
hedge  funds,  up  from  about  one  hundred  in  1987,  and  others  cite 
far  higher  numbers. ■  Other  privately  published  directories  of 
hedge  funds  indicate  the  Soros  group  of  funds  alone  has  about  $9 
billion  of  capital  and  the  Tiger  group  has  $6.5  billion  of 
capital  (net  asset  value) .   A  few  fund  families,  therefore,  have 
capital  comparable  to  or  exceeding  that  of  some  large  U.S. 
commercial  and  investment  banks.   It  should  be  noted,  however, 
that  while  funds  under  the  same  management  may  share  similar 
trading  strategies,  they  are  separate  entities  operating  on  their 
own  capital*.  According  to  published  reports  there  are  perhaps  a 
dozen  hedge  funds  with  net  asset  value  greater  than  a  billion 


'E.  Lee  Hennessee  of  the  Hedge  Fund  Select  Group  of  Republic 
New  York  Securities  Corp.,  as  reported  in  Barron's,  December  13, 
1993. 
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dollars  and  perhaps  another  25  with  capital  between  100  million 
and  a  billion  dollars.   The  vast  majority  of  hedge  funds  that 
make  up  the  800  figure  cited  above,  however,  are  quite  small. 

Hedge  funds  constitute  only  one  of  a  number  of  categories  of 
institutional  investors  that  participate  in  financial  markets. 
Even  the  largest  hedge  funds  are  small  relative  to  the  broader 
markets  in  which  they  operate.   For  example,  turnover  in  the 
global  foreign  exchange  market  is  estimated  at  more  than  a 
trillion  dollars  a  day.   As  for  the  capital  available  to  hedge 
funds,  this  is  dwarfed  by  that  of  more  traditional  mutual  funds. 
The  total  net  asset  value  of  the  regulated  mutual  fund  industry 
was  $2.1  trillion  at  the  end  of  1993,  about  equally  divided  among 
equity,  bond,  and  money  market  funds.1  There  are  currently  at 
least  ten  mutual  funds  with  a  net  asset  value  greater  than  $9 
billion  and  the  largest  has  $32  billion  of  net  assets.3  Other 
institutional  investors  (e.g.,  banks  serving  as  trustees,  pension 
plans,  and  insurance  companies)  had,  as  of  the  end  of  1993,  $6.5 
trillion  in  assets  under  management. 

Relationships  with  Banks 

Hedge  funds,  like  other  users  of  financial  services,  utilize 
the  banking  industry  for  some  activities.   U.S.  banks  provide  a 
number  of  services  to  hedge  funds,  such  as  foreign  exchange 


2  Investment  Company  Institute,  Washington,  D.C. 

3  Mornings tar  Mutual  Funds,  Feb.  18,  1994. 
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trading  lines,  repurchase  lines  for  U.S.  and  foreign  government 
bonds,  other  collateralized  credit  lines,  custodial  services, 
and,  in  limited  amounts,  unsecured  direct  credit  lines.   In  some 
cases,  banks  also  organize  and  advise  overseas  funds  that  would 
meet  the  general  definition  of  a  hedge  fund. 

No  comprehensive  data  are  routinely  collected  on  banks' 
activities  with  hedge  funds.   Moreover,  any  such  data  would  need 
to  be  viewed  skeptically  because  of  differing  definitions  of 
hedge  funds  and  because  of  problems  inherent  in  any  attempt  to 
aggregate  the  various  risks  and  potential  risks  that  might  be 
involved  in  the  range  of  products  offered  by  banks  to  hedge 
funds.   However,  the  Federal  Reserve  has  reviewed  major  banking 
organizations'  activities  with  hedge  funds  through  the  regular 
examination  process,  supplemental  examination  projects, 
discussions  with  banks  and  contacts  with  other  bank  regulatory 
authorities. 

Our  finding  is  that  bank  relationships  with  hedge  funds  are 
concentrated  in  traditional  bank  products,  especially  foreign 
exchange  services.   One  of  the  major  developments  in  markets  in 
the  last  few  years  has  been  the  globalization  of  institutional 
investment.   As  a  result,  institutional  investors   --  mutual 
funds  and  pension  funds,  along  with  hedge  funds  --  have  been 
increasingly  important  users  of  foreign  exchange  services.   These 
foreign  exchange  lines  afforded  by  banks  may  be  used  to  take 
outright  foreign  currency  positions  or  to  hedge  positions  that 
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have  arisen  from  other  activities,  such  as  the  purchase  of 
foreign  government  bonds  or  foreign  equities. 

Banks  nave  been  the  traditional  major  suppliers  of  foreign 
exchange  services,  and  major  U.S.  banks,  in  particular,  are 
generally  viewed  as  among  the  most  efficient  global  providers  of 
these  services.   Thus,  it  is  not  surprising  that  major  U.S.  banks 
are  significant  providers  of  foreign  exchange  facilities  to  hedge 
funds,  as  well  as  to  other  institutional  investors.   Similarly, 
banks  provide  hedge  funds  with  other  services  in  which  they  are 
competitive,  such  as  repurchase  facilities  on  government  debt  and 
swap  products. 

As  with  other  customers,  banks  enter  into  these 
relationships  because  they  view  them  as  profitable  and  believe 
that  the  risks  can  be  adequately  controlled.   In  addition,  some 
banks  believe  that  their  own  market-making  and  positioning 
activities  are  enhanced  by  dealing  with  all  major  market 
participants,  since  this  gives  them  additional  information  about 
the  state  of  the  market.   It  should  be  noted,  however,  that 
information  on  hedge  fund  transactions  is  only  one  piece  of  a 
vast  array  of  information  that  flows  through  the  market -making 
desks  of  the  major  banks. 

Also,  the  size  of  the  banks'  business  with  hedge  funds 
should  not  be  exaggerated.   While  estimates  of  the  relative 
importance  of  hedge  fund  business  to  banks  are  not  hard  numbers, 
data  obtained  from  two  of  the  most  active  banks  indicate  that  all 
of  their  hedge  fund  customers  (as  defined  by  the  banks)  combined 
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account  for  well  under  10  percent  of  their  total  net  trading 
revenue.   For  most  banks  that  deal  with  hedge  funds,  the  share  of 
their  revenue  derived  from  this  source  appears  to  be  considerably 
less. 

Generally  a  fund  that  wishes  to  purchase  or  sell  foreign 
exchange  or  other  capital  markets  products  with  a  bank  on  a 
regular  basis  will  approach  the  bank  to  establish  a  trading 
facility.   The  bank  will  assess  the  fund  to  determine  if  it  will 
allow  the  bank's  traders  to  execute  trades  with  that  fund;  if 
trading  is  permitted,  it  will  set  the  total  amount  in  which  it 
will  permit  the  traders  to  deal  and  establish  appropriate 
collateralization  arrangements  to  mitigate  actual  or  potential 
credit  risk.   Elements  of  that  assessment  normally  include  a 
review  of  partnership  documents,  offering  circulars,  fund 
performance  history,  an  analysis  of  the  fund's  financial 
statements  and,  in  many  cases,  an  on-site  review  of  the  fund's 
risk  management  practices  and  capabilities. 

There  are  two  types  of  facilities  normally  extended  to 
qualifying  hedge  funds.   One  type  of  facility  must  be 
collateralized  at  all  times.   For  example,  a  bank  might  notify  a 
hedge  fund  customer  that  it  was  prepared  to  deal  in  foreign 
exchange  up  to  a  nominal  open  position  of  $50  million,  provided 
that  collateral  was  maintained  equal  to  5  percent  of  the  nominal 
foreign  exchange  open  position  plus  an  amount  equal  to  any  move 
in  the  actual  mark-to-market  value  of  the  contract  that  was  in 
the  bank's  favor. 
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While  the  nominal  amount  of  foreign  exchange  lines, 
repurchase  facilities  or  other  capital  market  products  often 
appears  quite  large,  the  bank's  risk  (with  the  exception  of 
settlement  risk,  which  either  usually  does  not  occur  with  hedge 
funds  or  can  be  eliminated  by  delivery  against  payment)  is 
confined  to  the  changes  in  value  in  the  financial  instrument  that 
result  from  market  movements,  which  is  a  fraction  of  the  nominal 
amount  of  the  contracts.   A  bank  would  generally  hedge  the  market 
risk  it  assumes  when  it  sells  foreign  exchange  or  similar 
products  to  a  hedge  fund.   However,  if  the  contract  moves  in 
favor  of  the  bank,  the  hedge  fund  would  owe  the  bank  money  at 
maturity,  resulting  in  a  credit  risk  to  the  bank.   It  is  this 
type  of  credit  risk  that  collateral  is  often  used  to  guard 
against .   Banks  closely  monitor  the  level  of  collateral  against 
their  exposures,  in  many  cases  on  a  24 -hour- a -day  basis,  in  order 
to  make  certain  that  adequate  collateral  is  maintained  at  all 
times.   Banks  maintain  the  right  to  close  out  contracts  if  margin 
calls  cannot  be  met,  and  often  for  other  reasons  as  well. 

For  more  established  hedge  fund  customers,  most  banks  use  a 
variation  of  this  procedure.   Funds  are  advised  that  a  certain 
amount  of  business  will  be  permitted  without  collateral.   This  is 
termed  a  "loss  threshold."   Once  various  pre-established  limits 
are  exceeded,  these  customers  are  expected  to  either  post 
collateral  or  settle  their  outstanding  position  with  the  bank  in 
cash.   For  these  "loss  threshold"  customers,  banks  can  incur 
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outright  unsecured  credit  exposure  up  to  the  amount  of  the  loss 
threshold. 

At  each  of  three  major  state  member  banks  reviewed  as  part 
of  a  special  examination  project,  even  if  all  funds  viewed  by  the 
respective  bank  as  hedge  funds  were  aggregated,  the  total  loss 
threshold  amounts  would  not  exceed  2  percent  of  equity  capital  at 
any  of  the  three  banking  organizations.  Actual  mark-to-market 
exposures  to  these  customers  less  collateral  were  even  smaller, 
and,  in  the  majority  of  cases,  on  the  dates  surveyed  most  funds 
(including  many  loss  threshold  customers)  actually  held 
collateral  with  these  banks  in  excess  of  the  amounts  owed  to  the 
bank.   Our  more  limited  examination  surveys  of  holding  companies 
for  national  banks,  along  with  information  provided  by  the  Office 
of  the  Comptroller  of  the  Currency,  indicate  this  situation  also 
exists  with  respect  to  the  major  national  banks  and  their  holding 
company  affiliates. 

A  risk  with  respect  to  these  customers,  as  well  as  with  the 
fully  margined  customers,  is  that  the  trades  the  hedge  funds  have 
with  the  bank  could  move  further  in  favor  of  the  bank,  requiring 
additional  margin  calls.   If  margin  calls  could  not  be  met,  the 
bank  would  have  to  close  out  the  position  and  realize  the 
collateral,  possibly  at  a  lower  value  than  expected,  thereby 
causing  a  credit  loss  to  the  bank.   Risks  of  this  type  are 
generally  referred  to  as  "potential  credit  exposures." 

Banks  attempt  to  derive  conservative  "worst -case"  estimates 
of  this  potential  exposure.   In  dealing  with  funds,  banks  set 
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limits  that  directly  or  indirectly  limit  potential  credit 
exposure,   individual  banks  assess  potential  exposure 
differently,  making  different  assumptions,  often  about  events 
that  are  highly  unlikely  to  occur.  Even  under  very  broad 
measures  of  potential  exposure,  however,  examiners  have  not  found 
any  bank's  exposure  to  a  fund  or  fund  group  that  would  approach 
the  15  percent  of  capital  a  bank  is  permitted  to  loan  to  a  single 
borrower.  Moreover,  examiners  and  bank  supervisory  personnel  who 
have  looked  in  detail  at  these  exposures  have  informed  me  that 
they  do  not  regard  hedge  fund  exposures  at  banks,  even  in  the 
aggregate,  as  at  this  time  posing  a  significant  risk  to  the 
safety  and  soundness  of  major  banks  or  the  banking  system. 

Nonetheless,  banks'  business  with  hedge  funds  has  grown 
significantly  over  the  past  couple  of  years  and  may  expand 
further.   Like  any  other  growth  area  in  banks,  management  must 
make  certain  that  adequate  controls  on  risk  accompany  growth  and 
that  undue  risk  concentrations  do  not  arise.  A  special 
examination  project  focusing  on  hedge  funds,  which  the  Federal 
Reserve  Bank  of  New  York  has  been  conducting  over  the  last  few 
months,  has  identified  some  issues  relating  to  banks'  management 
of  their  relationships  with  hedge  funds  that  we  are  addressing 
through  the  ongoing  supervisory  process. 

Our  review  indicates  that  banks  that  deal  with  hedge  funds 
spend  considerable  effort  in  analyzing  and  controlling  the  risks 
involved  in  these  relationships  and  employ  personnel  with  the 
expertise  required  to  carry  out  these  responsibilities.  The 

-  10  - 


78-181  0-94-4 


94 


actual  number  of  people  with  experience  in  this  area,  however,  is 
quite  limited,  and  risk  management  procedures  are  still  evolving 
rapidly.  Although  these  are  not  unusual  characteristics  of 
rapidly  growing  new  business  areas,  it  is  incumbent  on  banks  to 
increase  personnel  with  expertise  in  dealing  with  hedge  funds, 
strengthen  internal  controls,  and  improve  senior  management 
review  capability.  We  also  believe  that  the  potential  for 
concentrations  of  exposure  need  to  be  evaluated  by  banks  and,  in 
doing  so,  banks  need  to  consider  carefully  the  assumptions  that 
are  used  in  defining  aggregate  hedge  fund  exposure.   In 
particular,  we  question  the  practice  of  some  banking 
organizations  of  viewing  hedge  funds  managed  by  major  financial 
institutions  differently  from  other  hedge  funds,  apparently,  at 
least  in  part,  on  the  assumption  of  implied  financial  support 
from  the  sponsoring  institution. 

We  do  not  believe,  however,  that  this  is  an  area  in  which 
increased  disclosure  and  regulatory  reporting  by  banks  is 
warranted.   Actual  exposures  currently  appear  in  only  a  few  banks 
and  are  not  substantial .   There  are  already  general  rules  on 
public  disclosure  of  concentrations  of  exposures,  and  the  Federal 
Reserve  believes  that  additional  reporting  burdens  should  not  be 
routinely  imposed  to  address  the  perceived  problem  of  the  moment. 
Moreover,  as  mentioned,  most  of  the  risks  are  associated  with 
estimates  of  possible  future  exposure,  which  do  not  easily  lend 
themselves  to  standardized  reporting.   The  focus  should  be  on 
proper  risk  management  procedures  in  banks,  an  issue  that  can  be 
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addressed  most  efficiently  through  the  examination  and 
supervision  process. 


Hedge  funds,  market  volatility,  and  systemic  risk 

The  risk  that  hedge  funds  might  pose  to  banks  directly  is 
one  of  the  concerns  sometimes  voiced  about  hedge  funds.  The 
possibility  that  the  behavior  of  hedge  funds  adds  to  volatility 
in  financial  markets  is  another. 

Bond  markets  around  the  world  have  experienced  an  increase 
in  volatility  in  the  past  couple  of  months,  with  volatility  in 
some  European  markets  reaching  record  or  near- record  levels. 
While  day-to-day  volatility  in  the  U.S.  government  bond  market 
(measured  by  the  standard  deviation  of  daily  changes  in  yield  in 
the  cash  market  or  by  implied  volatility  in  the  options  market) 
has  risen  in  recent  weeks,  it  has  by  no  means  been 
extraordinarily  high.  What  has  been  extraordinary  has  been  the 
extent  of  the  net  movement  in  U.S.  bond  yields  over  the  past  two 
months  or  so.   Indeed,  yields  on  the  10-year  and  30-year  bonds 
rose  150  and  120  basis  points,  respectively,  between  January  28 
and  April  4. 

Recent  press  reports  have  attributed  at  least  part  of  the 
recent  increase  in  global  bond  market  volatility  and  the 
increases  in  rates  to  the  activities  of  hedge  funds,  alleging 
variously  that  these  funds  were  all  moving  the  same  way  at  the 
same  time;  that  the  loss  in  value  of  their  bond  holdings  was 
leading  to  margin  calls  that  forced  further  liquidation  of  bond 
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positions;  that  losses  in  some  markets  caused  liquidations  in 
other  markets;  and  that  mounting  losses  and  increasing  market 
volatility  led,  through  internal  risk  management  procedures,  to 
further  reductions  in  exposures  and,  hence,  further  pressure  on 
prices . 

We  do  not  have  the  necessary  data  to  test  rigorously  each  of 
these  propositions.  We  do  know  that  not  all  hedge  funds  behave 
the  same  way.  Some  tend  to  specialize  in  certain  markets  or 
instruments,  whereas  others  operate  in  a  wide  variety  of  markets 
looking  for  the  best  investment  opportunities  at  a  given  time. 
Some  tend  to  have  longer  time  horizons  and  rely  on  fundamental 
analysis,  while  others  have  very  short-term  trading  strategies 
and  may  place  more  emphasis  on  market  dynamics.   The  degree  of 
leverage  is  variable,  both  across  funds  and  within  each  fund  over 
time,  depending  upon  the  risk/ reward  profile  of  a  particular 
position  and  of  the  entire  portfolio.  With  these  differences,  it 
is  not  surprising  that  investment  performance  varies  widely  over 
a  given  time  period.   In  the  first  two  months  of  this  year,  for 
example,  according  to  data  voluntarily  supplied  to  a  private  data 
collection  firm  by  94  hedge  funds,  returns  varied  from  +20  to  -17 
percent,  with  over  40  percent  of  the  reporters  reporting  negative 
returns.   Evidently  all  hedge  funds  did  not  have  the  same 
positions  and/or  behavior  over  this  period. 

From  our  conversations  with  market  participants  -  -  hedge 
funds,  banks,  and  securities  firms  --it  seems  clear  that  the 
rumors  of  widespread  margin  calls  by  lenders  to  hedge  funds  were 
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exaggerated.   The  grain  of  truth  in  these  reports  involved  margin 
guidelines  internal  to  the  hedge  funds.  As  the  value  of  their 
bond  asset  positions  declined,  reducing  their  capital  cushions, 
several  of  the  large  hedge  funds  sold  bonds  to  reduce  their 
degree  of  leverage.   Frankly,  this  seems  to  me  to  be  normal, 
prudent  behavior.   Press  reports  of  hedge  fund  selling  in  the 
U.S.  Treasury  market  likely  have  been  exaggerated. 

Many  other  types  of  institutions  were  trying  to  reduce 
positions  as  well.   Bond  mutual  funds,  for  example,  are  reported 
to  have  experienced  significant  net  redemptions  beginning  in  late 
February  as  shareholders  reacted  to  declines  in  net  asset  values 
when  rates  backed  up.   Much  of  the  fuel  for  the  strong  bond 
market  rally  over  the  previous  few  years  had  come  from  huge 
inflows  into  bond  mutual  funds  in  1991-93,  approximately  $340 
billion.   Some  of  the  inflows  in  recent  years  to  both  stock  and 
bond  mutual  funds  were  driven  by  the  persistence  of  not  only  high 
rates  of  return  relative  to  CD's,  resulting  in  part  from  capital 
gains  on  bonds  and  stocks,  but  also  by  a  deceptive  stability, 
quarter- to- quarter,  of  such  returns.   This  pattern  probably 
imparted  a  false  sense  of  low  risk  to  these  instruments. 

It  was  inevitable  that  a  break  in  that  pattern  would  occur. 
Over  time,  high  returns  are  associated  with  high  risk.  At  least 
some  of  the  price  adjustment  in  bond  and  stock  markets  can  be 
viewed  as  an  unavoidable  correction  to  an  unsustainable 
situation.     While  it  may  be  useful  in  the  very  short  run  to 
look  at  who  was  selling  and  who  was  buying  and  the  role  of 
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technical  aspects  of  market  dynamics  related  to  investment 
strategies,  degree  of  leverage,  and  risk  management  techniques, 
this  is  seldom  the  basis  for  a  satisfactory  analysis  of  price 
movements  over  a  longer  time  horizon.   For  that  analysis,  we  have 
to  look  at  changes  in  economic  fundamentals,  including  the 
underlying  parameters  of  the  economy  and  economic  policies. 
Indeed,  it  is  here  that  we  would  focus  in  attempting  to  explain 
the  sharp  backup  in  global  bond  yields  over  the  past  couple  of 
months.   There  have  been  very  important  changes  in  market 
participants'  perceptions  of  economic  fundamentals,  both  in  the 
United  States  and  abroad,  and  it  is  these  changes  in  perceptions 
that  have  caused  all  types  of  institutions  and  individuals  to 
desire  to  reduce  their  bond  holdings.  Much  stronger  recent  and 
prospective  economic  growth  in  the  United  States  has  caused 
market  participants  to  raise  sharply  their  expected  path  of 
interest  rates,  and  the  Federal  Reserve  took  steps  in  its  reserve 
management  that  had  the  effect  of  raising  short-term  interest 
rates  somewhat. 

In  some  other  countries,  as  well,  changes  in  the  outlook  for 
economic  activity  and  for  monetary  and  fiscal  policies  led  to 
some  backup  in  interest  rates.   Finally,  many  market  commentators 
have  cited  the  possibility  of  a  significant  increase  in  risk 
premia  in  long-term  bond  rates  related  to  the  U.S. -Japan  trade 
policy  dispute  and  to  increased  political  uncertainties  in 
several  countries. 
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While  we  would  not  deny  some  Influence  of  so-called  positive 
feedback  market  dynamics  in  contributing  to  the  recent  backup  in 
global  bond  rates,  we  feel  the  fundamental  factors  account  for 
the  bulk  of  the  movement.  At  the  same  time,  we  do  not  rule  out 
the  possibility  that  swings  in  market  optimism  and  pessimism  may 
have  resulted  in  some  overshooting  of  bond  prices,  both  the  rise 
last  year  and  the  decline  this  year.  While  some  activities 
involved  with  derivative  instruments,  e.g.,  dynamic  hedging  of 
options  portfolios,  including  the  options  imbedded  in  fixed  rate 
mortgages  and  mortgage -backed  securities,  may  have  tended  to 
exaggerate  price  movements,  other  elements  involving  derivatives, 
such  as  the  availability  of  highly  liquid  futures  markets  on 
organized  exchanges,  probably  smoothed  price  developments  in  the 
cash  market  for  bonds. 

Whatever  the  explanation,  financial  asset  values  have 
declined  significantly.   Actual  and  potential  changes  in  asset 
prices  obviously  are  an  element  of  risk  facing  financial  firms. 
The  interplay  of  this  risk  •-  so-called  market  risk  --  and  the 
counterparty  credit  risk,  which  I  discussed  earlier,  can  lead  to 
systemic  problems.   Risks  that  may  seem  quite  reasonable  in 
normal  circumstances  may  become  more  problematic  if  the  financial 
positions  of  borrowers  erode  as  a  result  of  market  moves. 

It  is  for  this  reason  that  Federal  Reserve  staff  --  bank 
examiners  and  others  --  have  been  talking  extensively  to  banks 
over  the  past  year  or  so  about  their  risk  management  procedures. 
The  Pederal  Reserve  is  not  alone  in  trying  to  address  these 
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concerns.   Central  banks  of  the  major  industrial  countries 
frequently  discuss  together  issues  of  concern  with  regard  to 
systemic  risk.   The  6-10  governors,  for  example,  in  early  March 
evaluated  the  recent  price  weakness  in  bond  markets  and  the  role 
of  highly  leveraged  funds  and  derivative  instruments  in  such 
price  changes.   German  Bundesbank  President  Tietmeyer,  as 
Chairman  of  the  G-10  Governors,  indicated  that  the  governors 
viewed  recent  bond  market  developments  to  some  extent  as  a 
reflection  of  previous  overshooting,  and  indicated  that  they  did 
not  see  the  need  for  new  regulations  on  derivatives  and  hedging 
techniques. 

By  way  of  conclusion,  let  me  reiterate  that  hedge  funds, 
because  they  are  large  and  are  willing  to  take  large  positions, 
can  have  important  effects  on  financial  markets.   But  they  are 
certainly  not  unique  in  that  regard  -  -  other  types  of  firms  are 
even  larger  and  may  have  more  important  effects.   Moreover,  like 
the  activities  of  other  firms  who  have  been  successful  over  a 
long  period  and  whose  management,  by  and  large,  is  responsible, 
the  activities  of  hedge  funds  add  depth  and  liquidity  to 
financial  markets  and  can  be  stabilizing  influences.   It  would  be 
wrong  to  single  out  hedge  funds  as  being  responsible  for  moving 
global  prices  of  financial  assets  or  as  being  a  major  source  of 
risk  in  financial  markets.   Nevertheless,  banks  and  other 
counterparties  to  hedge  funds  need  to  monitor  their  relationships 
with  hedge  funds  carefully,  just  as  they  should  monitor  their 
other  business  relationships.   Financial  firms  should  continue  to 
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place  the  highest  priority  on  reviewing,  assessing,  and  improving 
their  overall  risk  management  practices.   The  Federal  Reserve 
intends  to  continue  to  use  its  bank  supervisory  authority  to  make 
certain  that  further  progress  is  made  in  this  area  and  that  risks 
are  being  adequately  controlled.  At  the  same  time  the  Federal 
Reserve  will  continue  to  work  with  other  U.S.  agencies  and  with 
foreign  central  banks  to  monitor  important  developments  in 
financial  markets  and  to  ensure  that  we  are  in  a  position  to 
react  promptly  to  any  problems  that  might  arise. 
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Chairman  Gonzalez  and  Members  of  the  Committee: 

I  am  pleased  to  appear  today  to  testify  on  behalf  of  the  Securities  and  Exchange 
Commission  concerning  the  activities  of  hedge  funds  in  the  U.S.  financial  markets.  And  I 
commend  Chairman  Gonzalez  and  the  Members  of  the  Committee  for  conducting  this  hearing 
to  shed  light  on  activities  that  influence  our  markets.  I  believe  we  all  can  agree  that  the 
trading  activity  of  a  handful  of  very  large,  aggressive  hedge  funds  has  become  a  matter  of 
legitimate  national  inquiry  and  importance.  The  perceived  ability  of  some  institutional 
investors  and  investment  managers  to  exert  disproportionate  influence  on  the  nation's 
securities  markets  is  something  that  the  Commission  takes  very  seriously. 

The  name  "hedge  fund"  has,  in  the  minds  of  many  Americans,  the  connotation  of 
enormous  risk  as  well  as  investment  practices  that  are  exotic  and  bewildering  complex. 
Visions  of  damage  to  institutions,  individuals,  and  even  governments  are  part  of  die  current 
perception.    But  we  have  seen  such  attitudes  many  times  before  in  America's  financial 
markets.  I  do  not  mean  to  suggest  that  the  leverage,  instruments,  and  strategies  utilized  by 
these  funds  do  not  entail  risk  which  might  be  substantial.  The  early  use  of  options,  which 
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today  represents  an  accepted  device  to  enhance  income,  reduce  risk,  and  add  liquidity,  was  a 
practice  that  also  evoked  the  doomsday  predictions  of  those  who  feared  the  unfamiliar.  That 
fear  of  the  unfamiliar  in  our  markets  is  also  true  of  many  of  the  new  techniques  and  many  of 
the  instruments  that  have  been  introduced  in  recent  years  in  response  to  competitive  pressures 
domestically  and  globalization  of  our  markets. 

I  am  not  prepared  to  say  that  we  have  nothing  to  be  concerned  about  and  that  our 
markets  should  operate  in  a  system  of  economic  Darwinism.   I  feel  that  we  have  more  work 
to  do.. ..more  analysis  ....more  dialogue  with  the  participants  in  a  market  that  has  been 
characterized  by  the  land  of  secrecy  that  worries  me.   If  the  major  players  in  this  growing, 
high  stakes  game  will  be  forthcoming  with  the  Commission  and  assist  us  in  evaluating  their 
practices  and  help  us  to  determine  an  appropriate  level  of  risk  that  their  activity  may  pose  to 
institutions  and  even  governments,  I  believe  we  will  be  in  a  better  position  to  determine  our 
policy  alternatives. 

As  Chairman  Gonzalez  has  pointed  out,  over  the  past  several  years  hedge  funds  have 
become  major  participants  in  markets  here  and  around  the  globe,  investing  and  re-investing 
trillions  of  dollars  in  assets.  There  is,  however,  little  public  information  available  about 
hedge  funds  or  their  trading  strategies. 

In  theory,  the  activity  of  hedge  funds  adds  depth  to  markets  —  depth  that  increases 
market  liquidity.  But,  as  a  practical  matter,  recent  news  reports  and  market  observers  have 
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raised  concerns  about  the  potential  effects  that  hedge  funds'  trading  strategies  can  have  on 
the  markets. 

The  SEC  is  concerned  about  the  risks  that  could  be  posed  to  our  markets  by  the 
activities  of  some  of  these  very  large,  very  active  and  very  aggressive  hedge  funds.  The 
challenge  for  regulators  in  addressing  this  concern  is  to  strike  a  prudent  balance  —  between 
encouraging  the  benefits  of  free  and  open  markets  in  which  small  and  large  investors  can 
thrive,  and  managing  the  potential  risks  that  certain  investors  bring  to  our  markets.  This  is  a 
difficult  balance  to  strike,  especially  in  view  of  the  fact  that,  as  regulators,  our  access  to 
information  about  hedge  funds  and  other  large  traders  is  limited. 

There  is,  therefore,  a  compelling  need  to  learn  more.  I  have  written  to  some  of  the 
most  significant  hedge  funds  asking  that  they  voluntarily  provide  the  Commission  with 
information  about  hedge  fund  positions  and  trading  strategies,  so  that  we  can  determine  what, 
if  any,  regulatory  or  legislative  remedy  is  needed.  I  eagerly  anticipate  the  results  of  these 
inquiries. 

Increasing  attention  has  been  paid  to  a  handful  of  hedge  funds  thought  to  be  capable 
of  trading  volumes  large  enough  to  significantly  or  disproportionately  influence  market 
movements. 
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The  fact  that  most  fund  managers  keep  trading  activity  information  confidential  - 
combined  with  the  fact  that  these  funds  are  so  large  and  unregulated  -  helps  to  explain 
prevailing  fears  about  the  effects  that  these  funds  might  have  on  our  markets.  Trading  by 
these  hedge  funds  raises  some  of  the  same  concerns  that  arise  from  the  activities  of  other 
large  institutional  investors  in  our  markets:  specifically,  concerns  about  market  volatility; 
systemic  risk;  and  counterparty  credit  risk. 

The  extent  to  which  many  of  the  hedge  funds  that  are  the  subject  of  recent  news 
reports  are  highly  leveraged  adds  to  the  degree  of  risk.  Selling  pressure  could  have  the 
effect  of  straining  liquidity,  and  put  additional  downward  pressure  on  market  prices. 

The  recent  rise  in  U.S.  interest  rates  has  accentuated  losses  in  bonds  and  related 
derivative  positions.  While  at  least  some  highly  leveraged  positions  apparently  have  involved 
non-U. S.  Treasury  securities,  some  hedge  funds  reportedly  have  adjusted  their  hedges  for 
these  positions  and  related  derivative  products  by  selling  more  liquid  securities,  such  as  U.S. 
Treasury  bonds.  This  dynamic  hedging,  in  turn,  may  have  exacerbated  recent  price  declines 
in  the  U.S.  Treasury  market  and  declines  in  the  U.S.  stock  market.  This  possibility  gives 
the  SEC  cause  for  concern. 

Although  we  have  concerns  about  die  level  of  this  activity,  at  this  point  we  believe  it 
would  be  premature  to  conclude  that  the  existing  regulatory  framework  is  insufficient  and 
that  additional  legislation  is  necessary.   First,  I  want  to  emphasize  that  we  already  have 
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authority  under  the  federal  securities  laws  to  bring  cases  against  any.  participant  in  the 

securities  market,  including  hedge  funds,  who  commits  fraud.  We  he  also  taking  some  steps 
to  explore  the  impact  of  hedge-fund  activity  on  our  markets. 

The  Committee  has  requested  our  views  on  the  activities  of  certain  hedge  funds  in  a 
variety  of  markets,  including  the  OTC  derivatives  market.  The  Commission  continues  to 
work  actively  with  other  U.S.  regulators  through  the  Working  Group  on  Financial  Markets  to 
address  common  areas  of  concern  in  connection  with  OTC  derivatives  trading.  The 
Commission  also  recently  announced  a  joint  statement  with  the  CFTC  and  the  U.K. 
Securities  and  Investments  Board  which  set  forth  an  agenda  for  the  oversight  of  the  OTC 
derivatives  market. 

In  addition,  SEC  staff  is  working  with  the  Financial  Accounting  Standards  Board 
toward  developing  accounting  recognition,  measurement,  and  disclosure  standards  for  dealers 
and  end  -users  of  OTC  derivatives  products  that  achieve  greater  market  transparency  and 
provide  adequate  information. 

And  we  are  taking  further  steps  toward  the  development  of  appropriate  capital 
standards  for  derivative  products.  Last  month,  the  Commission  issued  a  release  proposing 
amendments  to  the  net  capital  rule  applicable  to  listed  equity  and  currency  options  and 
related  positions.  The  approach  proposed  in  the  release  would  allow  the  use  of  a 
sophisticated  mathematical  model  to  determine  capital  charges  applicable  to  these  positions. 
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The  Commission  is  studying  whether  a  similar  approach  can  be  used  in  measuring  the  market 
risk  of  over-the-counter  options. 

In  addition  to  these  initiatives  targeted  toward  OTC  derivatives  market  activity,  there 
are  also  prudent  measures  that  can  be  taken  with  respect  to  monitoring  the  trading  activities 
of  large  institutional  traders  —  including  hedge  funds  -  in  key  markets.   These  measures 
would  entail  the  implementation  by  the  Commission  and  the  Treasury  of  large  trader  and 
large  position  reporting  systems. 

The  ability  to  reconstruct  investor  trading  activity  is  necessary  to  evaluate  periods  of 
market  crisis,  and  is  useful  in  detecting  illegal  trading  activity.   And  so  the  Commission 
recently  re-proposed  a  rule  that  would  implement  a  large  trader  reporting  system,  designed  to 
supplement  our  authority  to  obtain  trading  and  other  records  from  registered  broker-dealers. 

The  scope  of  the  large  trader  reporting  system  would  be  limited  in  that  it  would  apply 
only  to  those  persons  that  effect  transactions  in  securities  listed  on  an  exchange  or  the 
Nasdaq  National  Market  System  through  accounts  carried  by  a  broker  or  dealer  registered 
with  the  Commission.  To  the  extent  that  hedge  funds  and  other  large  investors  conduct 
substantial  trading  in  other  markets,  including  the  OTC  derivatives  markets,  including  the 
OTC  derivatives  market,  such  activity  would  not  be  reported  under  the  large  trader  reporting 
system. 
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Although  the  large  trader  reporting  system  would  not  address  all  the  concerns  raised 
by  hedge  funds,  it  would  be  useful  in  addressing  systemic  issues  involving  hedge  funds  in 
two  ways:  by  enabling  us  to  gather  information  about  the  organizational  structure,  principal 
owners,  and  persons  that  actually  effect  the  equity  trading  activity  of  a  hedge  fund;  and 
enabling  us  to  obtain  actual  trading  data  that  would  be  used  to  facilitate  analysis  of  hedge 
fund  trading  activity  and  its  impact  on  U.S.  equity  securities  markets. 

To  the  extent  that  some  large  hedge  funds  are  active  in  the  OTC  derivatives  market, 
the  Commission  is  continuing  to  work  actively  with  other  regulators,  both  here  and  abroad, 
to  gain  information  and  address  matters  of  common  concern.  The  implementation  of  large 
trader  reporting  in  our  equity  market,  a  review  of  hedge  fund  trading  in  the  United  States, 
together  with  Treasury's  implementation  of  a  large  position  veporting  system  for  to-be-issued 
and  recently  issued  U.S.  Treasury  bonds,  will  enable  the  Commission  to  evaluate  better  some 
of  the  activities  of  large  hedge  funds  in  key  markets. 

We  believe  these  measures  will  provide  the  Commission  with  information  upon  which 
to  formulate  prudent  and  reasonable  recommendations  for  controlling  the  risks  that  form  the 
basis  for  our  concerns  here  today. 

Thank  you. 


110 


TESTIMONY  OF 


ARTHUR  LEVITT,  CHAIRMAN 
U.S.  SECURITIES  &  EXCHANGE  COMMISSION 


CONCERNING  HEDGE  FUND  ACTIVITIES 
IN  THE  U.S.  FINANCIAL  MARKETS 


BEFORE  THE 

COMMITTEE  ON  BANKING,  FINANCE  AND  URBAN  AFFAIRS 


U.S.  HOUSE  OF  REPRESENTATIVES 


APRIL  13,  1994 


U.  S.  Securities  and  Exchange  Commission 

450  Filth  Street,  N.W. 

Washington.  D.C.  20549 


Ill 


TESTIMONY  OF 

ARTHUR  LEVITT,  CHAIRMAN 
U.S.  SECURITIES  AND  EXCHANGE  COMMISSION 

CONCERNING  HEDGE  FUND  ACTTVnTES 
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Chairman  Gonzalez  and  Members  of  the  Committee: 

I  am  pleased  to  appear  today  to  testify  on  behalf  of  the  Securities  and  Exchange 
Commission  ("Commission'')  concerning  the  activities  of  hedge  funds  in  the  U.S.  financial 
markets.    I  believe  we  all  can  agree  that  the  trading  activity  of  a  handful  of  very  large, 
aggressive  hedge  funds  has  become  a  matter  of  legitimate  national  inquiry  and  importance. 
The  perceived  ability  of  some  institutional  investors  and  investment  managers  to  exert 
disproportionate  influence  on  the  nation's  securities  markets  is  something  that  the 
Commission  takes  very  seriously. 

As  Chairman  Gonzalez  has  pointed  out,  over  the  past  several  years  hedge  funds  have 
become  major  participants  in  markets  here  and  around  the  globe,  investing  and  reinvesting 
trillions  of  dollars  in  assets.    There  is,  however,  little  public  information  available  about 
hedge  funds  and  their  trading  strategies.    In  theory,  trading  activity  by  hedge  funds  adds 
depth  to  markets  and  thereby  increases  market  liquidity.   Recent  news  reports  focusing  on 
some  of  the  largest  and  most  active  hedge  funds,  however,  raise  concerns  about  the  potential 
effects  that  their  aggressive  trading  strategies  can  have  on  the  markets.    For  example,  some 
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of  these  news  reports  attribute  the  recent  sharp  drops  in  stock  and  bond  prices,  in  part,  to 
trading  by  certain  highly  leveraged  traders.' 

The  Commission  is  concerned  about  the  risks  that  could  be  posed  to  our  markets  by 
the  activities  of  some  of  these  large,  very  active  and  aggressive  hedge  funds.   The  challenge 
for  regulators  in  addressing  this  concern,  however,  is  to  strike  a  prudent  balance  between 
encouraging  the  benefits  of  free  and  open  markets  in  which  small  and  large  investors  can 
thrive,  and  managing  the  potential  risks  that  certain  investors  bring  to  these  markets.    This 
is  a  difficult  balance  to  strike,  especially  in  view  of  the  fact  that  as  regulators,  our  access  to 
information  about  hedge  funds  and  other  large  traders  is  limited. 

There  is,  therefore,  a  compelling  need  to  learn  more.    Accordingly,  I  have  written  to 
some  of  the  most  significant  hedge  funds  asking  that  they  voluntarily  provide  the 
Commission  with  information  about  hedge  fund  positions  and  trading  strategies,  so  that  we 
can  determine  what,  if  any,  regulatory  or  legislative  remedy  is  needed.    I  eagerly  anticipate 
the  results  of  these  inquiries.   I  also  commend  Chairman  Gonzalez  and  the  Members  of  this 
Committee  for  conducting  this  hearing  to  shed  light  on  activities  that  influence  our  markets. 
Answers  to  the  specific  questions  asked  by  Chairman  Gonzalez  are  contained  in  an 
addendum  that  accompanies  this  testimony. 

Hedge  Fund  Structure  and  Activities 

The  term  "hedge  fund"  has  come  to  be  used  to  refer  to  a  variety  of  pooled 
investment  vehicles  that  are  not  registered  under  the  federal  securities  laws  as  public 
corporations,  investment  companies,  or  broker-dealers :   Like  other  market  participants, 
such  as  securities  firms,  banks,  and  insurance  companies,  hedge  funds  vary  widely  in  size, 
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trading  strategies,  degrees  of  leverage,  and  market  influence.   Some  control  relatively  small 
amounts  of  capital  and,  like  many  individual  investors,  pursue  conservative  buy  and  bold 
strategies.    Others  are  more  active,  using  investment  twrhnig^i^  such  as  arbitrage, 
leveraging,  and  hedging.   These  more  active  hedge  funds  also  trade  in  a  broad  range  of 
financial  products,  including  equities,  U.S.  and  foreign  government  securities,  commodities, 
financial  futures,  options,  foreign  currencies,  and  derivatives.   Some  also  participate  in 
merger  and  acquisition  investments,  arbitrage  activities,  and  various  forms  of  direct 
investment  activity  around  the  globe. 

There  are  no  precise  figures  available  regarding  the  number  of  hedge  funds  that  are 
active  in  U.S.  markets  or  the  total  value  of  assets  under  their  management.1  The 
Commission  does  receive  limited  information  regarding  the  activities  of  various  large  market 
participants,  including  some  hedge  funds,  through  reports  filed  in  connection  with  the 
acquisition  of  at  least  5%  of  a  class  of  security  issued  by  a  publicly  traded  company,  and 
reports  filed  by  managers  exercising  investment  discretion  over  accounts  having 
$100,000,000  in  equity  securities.4  This  information,  however,  does  not  reveal  much  about 
the  trading  activities  of  hedge  funds  and  other  large  participants  in  our  markets. 

Hedge  funds  typically  are  structured  to  provide  pass  through  tax  treatment  of  investor 
earnings.    In  the  United  States,  this  goal  may  be  achieved  by  organizing  hedge  funds  as 
limited  partnerships.    When  organized  abroad,  hedge  funds  usually  are  structured  to  avoid 
U.S.  taxation  of  the  earnings  of  foreign  investors.   Hedge  fund  sponsors,  some  of  which  are 
registered  as  investment  advisers  under  the  federal  securities  laws,  are  responsible  for 
managing  the  investments  of  the  fund  and  typically  receive  a  management  or  administrative 
fee  based  on  the  amount  of  the  fund's  assets  together  with  a  share  of  the  profits  or  some 
other  allocation  based  on  the  fund's  investment  performance.   To  maximize  flexibility, 
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hedge  funds  typically  are  operated  so  that  they  will  be  exempt  from  regulation  under  the 
Investment  Company  Act  of  1940.'  Interests  in  hedge  funds  are  sold  privately  to 
sophisticated,  high  net  worth  individuals  in  ways  that  do  not  require  registration  of  the 
interests  under  the  Securities  Act  of  1933.' 

Market  Impact 

Recent  news  reports  have  drawn  increasing  attention  to  a  handful  of  hedge  funds  that 
are  thought  to  be  capable,  either  acting  alone  or  in  concert  with  other  large  funds,  of  trading 
volumes  sufficiently  large  to  significantly  or  disproportionately  influence  market  movements. 
The  fact  that  most  fund  managers  keep  information  regarding  their  trading  activities 
confidential,  and  the  fact  that  these  funds  are  so  large  and  unregulated,  help  to  explain 
prevailing  fears  about  the  effects  that  these  funds  might  have  on  our  markets.   We  do  know, 
however,  that  trading  by  these  hedge  funds  raises  some  of  the  same  concerns  that  arise  from 
the  activities  of  other  large  institutional  investors  in  our  markets,  specifically,  concerns 
about  market  volatility,  systemic  risk,  and  counterparty  credit  risk. 

The  extent  to  which  many  of  the  hedge  funds  that  are  the  subject  of  recent  news 
reports  are  highly  leveraged  adds  to  the  degree  of  risk.   It  is  reported  that  funds  may  use 
borrowed  monies  to  finance  their  investment  activities  and  rely  upon  banks,  broker-dealers, 
and  other  financial  institutions  as  sources  of  credit.    Leverage  can  readily  transform  $10  or 
$100  million  in  equity  capital  into  $1  billion  worth  of  market  positions,  and,  as  you  know, 
accelerate  losses  as  prices  move  in  unexpected  directions,  amplifying  market  risk. 

Generally,  large  investors,  including  hedge  funds  and  the  proprietary  trading  desks  of 
banks  and  securities  firms,  rely  on  various  trading  models  and  strategies  in  order  to  manage 
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market  risk.   For  example,  risk  in  the  equity  markets  may  be  offset  by  counterbalancing 
positions  in  standardized  equity  derivatives,  such  as  index  futures  or  options.   Investors  also 
may  hedge  risk  by  entering  into  over-the-counter  ("OTC")  derivative  contracts  with  a  bank 
or  securities  firm  -  a  move  that  eliminates  some  of  the  fund's  risk,  while  shifting  risk  to  the 
bank  or  firm  writing  the  contract.    As  sharp  market  price  movements  increase  market  risk, 
firms  may  have  to  adjust  their  hedges  "dynamically"  by  selling  large  amounts  of  futures, 
options,  bonds,  or  stocks.   While  firms  tend  to  favor  adjusting  hedges  by  using  futures  or 
options,  if  liquidity  in  these  markets  proves  inadequate,  selling  pressure  may  be  transferred 
to  the  cash  markets  for  bonds  and  stocks.    Selling  pressure  could  have  the  effect  of  further 
straining  liquidity,  and  put  additional  downward  pressure  on  market  prices. 

Declining  market  prices  and  the  need  to  meet  margin  calls  could  possibly  result  in  an 
accelerated  sell-off  of  securities  and  other  assets  by  highly  leveraged  hedge  funds,  causing 
market  liquidity  to  decrease  and  prices  to  decline  even  further.    Selling  by  large  hedge  funds 
and  other  large  traders,  for  example,  has  been  partly  blamed  for  recent  declines  in  global 
bond  markets.    According  to  reports,  as  U.S.  Government  bond  prices  fell  earlier  this  year, 
highly  leveraged  traders,  including  some  hedge  funds,  began  liquidating  assets,  including 
European,  Japanese,  and  U.S.  Government  bonds,  in  order  to  cover  losses.1 

The  recent  rise  in  U.S.  interest  rates  also  has  accentuated  losses  in  bonds  and  related 
derivative  positions.   While  at  least  some  highly  leveraged  positions  apparently  have 
involved  non-U. S  Treasury  securities,  such  as  mortgage-backed  securities,  some  hedge 
funds  reportedly  have  adjusted  their  hedges  for  these  positions  and  related  derivative 
products  by  selling  more  liquid  securities,  such  as  U.S.  Treasury  bonds.   This  dynamic 
hedging,  in  turn,  may  have  exacerbated  recent  price  declines  in  the  U.S.  Treasury  market 
and  declines  in  the  U.S.  stock  market. 


116 


6 
The  extent  to  which  hedge  funds  are  leveraged  also  raises  concerns  regarding  the 
credit  risk  assumed  by  the  financial  institutions  that  extend  credit  to  hedge  funds.   The 
failure  of  a  large,  highly  leveraged  hedge  fund  has  the  potential  to  cause  one  or  more 
institutions  acting  as  the  hedge  fund's  creditors  or  counterparties  to  incur  significant  losses. 
In  contrast  to  hedge  funds,  for  which  there  is  little  access  to  information  regarding  credit 
exposure,  the  Commission  has  the  ability  to  monitor  the  credit  exposure  of  registered 
broker-dealers.    As  soon  as  I  became  aware  of  recent  reports  regarding  hedge  fund  losses,  I 
asked  the  Commission  staff  to  survey  major  broker-dealers  known  to  have  credit  exposure  to 
one  or  more  large  hedge  funds.   Throughout  the  recent  period  of  market  volatility,  we 
learned  that  no  major  broker-dealer  had  excessive  credit  exposure  to  its  hedge  fund 
customers.   In  relation  to  aggregate  industry  capital  of  approximately  $70  billion,  we  believe 
that  the  exposure  of  major  U.S.  securities  firms  to  large  hedge  fund  customers  is  less  than  1 
percent. 

The  recent  collapse  and  liquidation  of  three  hedge  funds  managed  by  David  Askin 
illustrates  some  of  the  risks  that  confront  other  market  participants  because  of  trading  by  a 
handful  of  highly  leveraged  funds.   Investor  capital  in  the  three  Askin  hedge  funds  was 
estimated  to  be  in  excess  of  $450  million  —  a  respectable  amount,  but  small  when  compared 
to  the  billions  of  dollars  that  some  of  the  largest  hedge  funds  reportedly  control.    According 
to  press  reports,  Askin  borrowed  $2.30  for  every  dollar  invested  in  his  funds.   As  the  values 
of  the  Askin  funds'  holdings  declined  over  the  past  few  months,  Askin  was  required  to  sell 
fund  holdings  at  a  loss  in  order  to  meet  margin  calls.   This  rapid  sell-off  of  assets  led  to 
losses  by  brokers  who  quickly  auctioned  off  the  funds'  holdings  but  were  unable  to  recover 
the  full  value  of  outstanding  loans  to  the  funds.1  In  this  case  the  Commission  staff  learned 
that  losses  to  broker-dealers  were  not  significant  in  relation  to  firm  or  industry  capital. 
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The  Commission  has  specific  rules  in  place  that  promote  broker-dealer  stability 
during  periods  of  system-wide  stress.    The  Commission's  net  capital  rule,  for  example, 
addresses  risk  assumed  by  broker-dealers  through  the  application  of  required  capital  charges 
and  minimum  net  capital  requirements.*  A  broker-dealer  must  deduct  from  net  worth  100 
percent  of  the  value  of  all  loans  not  fully  collateralized  by  liquid  securities.    In  this  way,  the 
capital  rule  insulates  broker-dealers  from  credit  risk.   Margin  rules  help  protect  registered 
broker-dealers,  as  well  as  the  financial  system  as  a  whole,  against  losses  resulting  from 
customer  defaults  by  requiring  customers  to  provide  collateral  in  amounts  that  depend  on  the 
market  risk  of  the  position. 

The  Commission  also  has  mechanisms  in  place  that  are  designed  to  test  the  risk 
management  systems  of  broker-dealers,  including  systems  for  monitoring  counterparty  risk. 
Specifically,  pursuant  to  the  Market  Reform  Act  of  1990  (the  "Market  Reform  Act"),10  the 
Commission  has  adopted  risk  assessment  and  recordkeeping  and  reporting  rules  that  provide 
the  Commission  with  an  overview,  on  a  periodic  basis,  of  material  risks  to  broker-dealers 
posed  by  their  affiliates,  including  those  that  deal  primarily  in  OTC  derivatives." 

Among  other  things,  the  Commission's  risk  assessment  program  requires  broker- 
dealers  to  report  certain  information  about  the  volume  of  derivatives  activities  conducted  in 
material  affiliates  of  the  broker-dealer.    This  information  is  provided  to  the  Commission 
quarterly,  on  a  confidential  basis,  and  is  monitored  by  the  Commission  staff.   With  regard 
to  credit  risk  of  certain  OTC  derivative  products,  broker-dealers  are  required  to  furnish  a 
counterparty  breakdown  where  credit  risk  exceeds  a  materiality  threshold  set  at  the  greater 
of  $100  million  or  10%  of  net  capital.    For  large  securities  firms,  this  threshold  generally 
would  not  be  met  until  counterparty  concentration  reaches  between  $200  million  and  $400 
million.   The  Commission's  risk  assessment  program  has  been  fully  effective  since 
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December  1992,  and  since  that  date,  no  entity  that  is  commonly  referred  to  as  a  hedge  fund 
has  triggered  reporting  under  the  credit  risk  concentration  provisions. 

The  staff  also  has  had  an  opportunity  to  review  controls  employed  by  major  U.S. 
securities  firms  to  manage  credit  risk.   These  controls  generally  include  credit  functions, 
such  as  the  capability  to  perform  credit  analysis,  approve  and  set  counterparty  credit  limits, 
approve  specific  transactions,  recommend  credit  reserves,  and  manage  overall  credit 
exposure.   Controls  also  typically  include  requirements  that  senior  management  approve 
transactions  involving  extensions  of  credit  above  authorized  levels.   In  addition,  information 
systems  at  some  major  firms  enable  risk  managers  to  compute  each  firm's  aggregate  credit 
exposure  by  counterparty  or  product  type  and  to  monitor  concentrations  of  counterparty  risk. 

Cuntot  Initiatives 

A.        OTC  Derivative 

The  Committee  has  requested  our  views  on  the  activities  of  certain  hedge  funds  in  a 
variety  of  markets,  including  the  OTC  derivatives  market.   The  Commission  continues  to 
work  actively  with  other  U.S.  regulators  through  the  Working  Group  on  Financial  Markets 
to  address  common  areas  of  concern  in  connection  with  OTC  derivatives  trading.   The 
Commission  also  recently  announced  a  joint  statement  with  the  Commodity  Futures  Trading 
Commission  ("CFTC")  and  the  U.K.  Securities  and  Investments  Board  ('SIB')  setting  forth 
an  agenda  for  the  oversight  of  the  OTC  derivatives  market.   This  statement  outlines  several 
specific  areas  of  cooperation  among  the  Commission,  the  CFTC,  and  die  SIB,  namely, 
information  sharing,  suitability,  capital  management  controls,  improved  accounting 
standards,  netting  arrangements,  and  capital  standards. 
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In  addition,  the  Commission  staff  is  working  with  the  Financial  Accounting  Standards 
Board  ("FASB" )  toward  the  development  of  accounting  recognition,  measurement,  and 
disclosure  standards  for  dealers  and  end-users  of  OTC  derivatives  products  that  achieve 
greater  market  transparency  and  provide  adequate  information.   It  is  expected  that  the  FASB 
will  issue  later  this  month  an  exposure  draft  that  would  expand  on  FASB  Statement  105, 
which  deals  with  disclosure  of  off-balance-sheet  and  credit  risks,  and  Statement  107,  which 
requires  disclosures  about  the  fair  value  of  financial  instruments.   The  exposure  draft,  which 
would  apply  to  all  business  enterprises  and  not-for-profit  organizations,  would  require 
disclosures  about  the  amounts,  nature,  and  terms  of  derivative  instruments,  such  as 
forwards,  futures,  swaps,  and  option  contracts,  that  currently  are  not  subject  to  Statement 
105. 

The  Commission  also  is  taking  further  steps  toward  the  development  of  appropriate 
capita]  standards  for  derivative  products.    On  March  15,  1994,  the  Commission  issued  a 
release  proposing  amendments  to  the  net  capital  rule  applicable  to  listed  equity  and  currency 
options  and  related  positions."   The  approach  proposed  in  the  release  would  allow  the  use  of 
a  sophisticated  mathematical  model  to  determine  capital  charges  applicable  to  these 
positions.   The  Commission  is  studying  whether  a  similar  approach  can  be  used  in 
measuring  the  market  risk  of  over-the-counter  options. 

B.         Large  Trader  and  Large  Pnritinn  R»pnr»ing 

In  addition  to  these  initiatives  targeted  toward  OTC  derivatives  market  activity,  there 
are  also  prudent  measures  that  can  be  taken  with  respect  to  monitoring  the  trading  activities 
of  large  institutional  traders,  including  hedge  funds,  in  key  markets.   These  measures,  which 
would  augment  reporting  systems  already  in  place  that  require  disclosure  by  persons  who 
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acquire  5  %  or  greater  beneficial  ownership  in  a  public  company  or  who  exercise  investment 
discretion  over  certain  large  equity  holdings,  would  entail  the  implementation  by  the 
Commission  and  the  Department  of  the  Treasury  ("Treasury")  of  large  trader  and  large 
position  reporting  systems. 

The  need  for  large  trader  reporting  arose  from  various  market  crises  during  the  late 
1980s  and  early  1990s.   In  the  legislative  history  accompanying  the  Market  Reform  Act,  the 
Senate  Committee  on  Banking,  Housing  and  Urban  Affairs  noted  a  consensus  among  the 
studies  issued  following  significant  market  declines  in  October  1987  and  October  1989  that 
the  Commission's  efforts  to  analyze  the  causes  of  a  market  crisis  were  impeded  by  its  lack 
of  specific  authority  to  gather  trading  information. "  The  same  inability  to  reconstruct 
investor  trading  activity  in  the  market  for  U.S.  Government  bonds  became  apparent  during 
investigations  following  the  May  1991  "squeeze"  in  this  market.14 

The  ability  to  reconstruct  investor  trading  activity  is  necessary  to  evaluate  periods  of 
market  crisis,  and  is  useful  in  detecting  illegal  trading  activity.   The  Market  Reform  Act 
amended  the  Securities  Exchange  Act  of  1934  ("Exchange  Act")  by  adding  Section  13(h), 
which  authorizes  the  Commission  to  promulgate  rules  to  monitor  the  trading  activity  of 
certain  large  traders  in  the  market.    Pursuant  to  this  authority,  the  Commission  recently 
reproposed  Rule  13h-l,  which  would  implement  the  Commission's  large  trader  reporting 
system." 

The  proposed  large  trader  reporting  system  generally  is  designed  to  supplement  the 
Commission's  existing  authority  to  obtain  trading  and  other  records  from  registered  broker- 
dealers.   In  reproposing  the  rule,  the  Commission  responded  to  concerns  expressed  by 
numerous  commenters  and  revised  certain  provisions  of  the  proposed  rule  that  are  intended 
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to  clarify  the  operation  of  the  system  and  reduce  costs  associated  with  compliance.   In 
addition,  the  Commission  solicited  comments  regarding  the  proper  identifying  activity 
thresholds  to  be  established  under  the  system. 

The  scope  of  the  large  trader  reporting  system  would  be  limited  in  that  it  would 
apply  only  to  those  persons  that  effect  transactions  in  securities  listed  on  an  exchange  or  the 
Nasdaq  National  Market  System  through  accounts  carried  by  a  broker  or  dealer  registered 
with  the  Commission.    To  the  extent  that  hedge  funds  and  other  large  investors  conduct 
substantia]  trading  in  other  markets,  including  the  OTC  derivatives  market,  such  activity 
would  not  be  reported  under  the  large  trader  reporting  system. 

Although  the  large  trader  reporting  system  would  not  address  all  the  concerns  raised 
by  hedge  funds  discussed  here  today,  it  would  be  useful  in  addressing  systemic  issues 
involving  hedge  funds  in  two  ways.    First,  through  Form  13H,  the  Commission  would 
gather  information  about  the  organizational  structure,  principal  owners,  and  persons  that 
actually  effect  the  equity  trading  activity  of  a  hedge  fund.   Form  13H  also  would  require 
disclosure  of  broker-dealers  and  accounts  through  which  hedge  funds  effect  transactions  in 
equity  securities.    Second,  the  trade  reporting  provisions  of  the  system  would  enable  the 
Commission  to  obtain  actual  trading  data.    This  data  would  be  gathered  electronically  and 
could  be  used  to  facilitate  analysis  of  hedge  fund  trading  activity  and  its  impact  on  U.S. 
equity  securities  markets. '* 

The  Government  Securities  Act  Amendments  of  1993  ("GSA  Amendments")17 
amended  the  Exchange  Act  by  adding  Section  lSC(f),"  which  gave  Treasury  authority  to 
prescribe  rules  requiring  persons  holding,  maintaining,  or  controlling  large  positions  in  to- 
be-issued  or  recently  issued  Treasury  securities  to  file  reports  regarding  those  positions. 
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These  reports  would  be  filed  with  the  Federal  Reserve  Bank  of  New  York  ("FRBNY"),  and 
unless  otherwise  specified  by  Treasury,  also  would  be  provided  to  the  Commission  by  the 
FRBNY  on  a  timely  basis.   The  large  trader  and  large  position  reporting  systems  to  be 
implemented  by  the  Commission  and  Treasury,  together  with  the  existing  large  position 
reporting  system  administered  by  the  CFTC,"  represent  important  steps  toward  effectively 
monitoring  large  trading  activity  in  certain  markets,  including  that  of  many  of  the  larger, 
aggressive  hedge  funds. 

Conclusion 

Our  markets  for  equities  and  U.S.  Treasury  bonds  are  the  most  liquid  cash  markets 
in  the  world.   In  times  of  crisis,  investors  throughout  the  globe  rely  on  the  liquidity  of  these 
markets.    The  Commission  is  entrusted  with  responsibility  for  maintaining  the  efficiency  and 
orderliness  of  these  markets,  and  essential  to  the  accomplishment  of  that  mission  is 
knowledge  of  who  trades  in  the  markets  and  how  their  activities  can  pose  risks  to  other 
market  participants. 

In  light  of  the  increase  in  the  number,  size,  and  scope  of  trading  activity  of  hedge 
funds  in  recent  years,  the  lack  of  information  about  hedge  funds  raises  serious  concerns. 
Regulators  need  more  information  to  better  understand  and  assess  the  risks  -  and  benefits  - 
hedge  fund  trading  poses  to  our  markets.    At  this  point,  however,  it  would  be  premature  to 
conclude  whether  this  can  be  accomplished  through  the  existing  regulatory  framework  or 
whether  additional  legislation  is  necessary. 

The  Commission  currently  is  undertaking  initiatives  to  enhance  its  access  to 
information  about  hedge  funds  and  other  large  institutional  traders  acting  in  a  variety  of 
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markets    In  addition  to  contacting  some  of  the  most  significant  hedge  funds,  the 
Commission  staff  is  gathering  information  regarding  the  market  activities  of  hedge  funds 
from  hedge  fund  sponsors,  consultants,  broker-dealers,  and  other  industry  participants.   To 
the  extent  that  some  large  hedge  funds  are  active  in  the  OTC  derivatives  market,  the 
Commission  is  continuing  to  work  actively  with  other  regulators,  both  here  and  abroad,  to 
gain  information  and  address  matters  of  common  concern.   In  addition,  the  implementation 
of  large  trader  reporting  in  our  equity  market,  and  a  review  of  hedge  fund  trading  in  the 
United  States,  together  with  Treasury's  implementation  of  a  large  position  reporting  system 
for  to-be-issued  and  recently  issued  U.S.  Treasury  bonds,  will  enable  the  Commission  to 
evaluate  better  some  of  the  activities  of  large  hedge  funds  in  key  markets.   These  measures, 
it  is  hoped,  will  provide  the  Commission  with  information  upon  which  to  formulate  prudent 
and  reasonable  recommendations  for  controlling  the  risks  that  form  the  basis  for  our 
concerns  here  today. 
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billion  in  assets  under  management).   Information  regarding  some  hedge  funds  may 
be  found  in  the  following  published  sources:    Nelson  Publications,  Nelson's 
Directory  of  Investment  Ma?«g*rs  -  1QQ3   Vols.  I  and  II;  Mar/Hedge.  Feb.  1994. 

4.  Section  13(d)  of  the  Securities  Exchange  Act  of  1934  ("Exchange  Act")  (15  U.S.C.  §     I 
78m(d))  and  Rule  13d-l(a)  (17  C.F.R.  §  240.13d-! (a))  thereunder  require  any 

person,  who  after  acquiring  directly  or  indirectly  the  beneficial  ownership  of  any 
security  registered  under  Section  12  of  the  Exchange  Act,  is  directly  or  indirectly  the 
beneficial  owner  of  more  than  5  %  of  such  class,  to  file  with  the  Commission  within 
10  days  of  such  event,  a  Schedule  13D.   Certain  persons,  however,  including 
registered  broker-dealers,  banks,  insurance  companies,  registered  investment 
companies,  registered  investment  advisers,  and  employee  benefit  plans,  who  acquire 
such  holdings  in  the  ordinary  course  of  business  and  without  the  purpose  of  changing 
or  influencing  the  control  of  the  issuer,  are  eligible  to  file  a  short  form  statement  on 
Schedule  13G  within  45  days  after  the  end  of  the  calendar  year  in  which  the 
reporting  obligation  arises.    Rule  13d- 1(b)(1)  (17  C.F.R.  §  240. 13d-  1(b)(1)). 

Section  13(f)  of  the  Exchange  Act  (15  U.S.C.  §  78m(f))  requires  "institutional 
investment  managers"  exercising  investment  discretion  with  respect  to  accounts 
having  $100,000,000  or  more  in  equity  securities  on  the  last  trading  day  of  any 
month  to  file  a  Form  13F  with  the  Commission.    This  information,  however,  only  is 
required  to  be  filed  on  a  quarterly  basis.    "Institutional  investment  manager"  is 
defined  in  subsection  (5)(A)  to  include  any  person  (other  than  a  natural  person) 
investing  in  or  buying  and  selling  securities  for  its  own  account,  and  any  person 
exercising  investment  discretion  with  respect  to  the  account  of  any  other  person. 

Reporting  also  is  required  under  the  Large  Option  Position  Reporting  ("LOPR") 
system,  established  in  1973  by  the  various  options  exchanges.   The  LOPR  system 
requires  reporting  by  broker-dealers  to  the  exchanges  of  the  establishment  and  net 
change  in  large  option  positions,  and  is  designed  to  monitor  compliance  with 
exchange  position  limits  and  to  detect  excessive  short  uncovered  option  positions. 
Likewise,  the  Commodity  Futures  Trading  Commission  requires  large  position 
reporting  identifying  the  positions  of  large  traders  in  specific  futures  contracts.    See 
Section  4i  of  the  Commodity  Exchange  Act. 

5.  Most  hedge  funds  rely  on  the  so-called  "private"  investment  company  exception  in 
Section  3(c)(1)  of  the  Investment  Company  Act  of  1940  ("Investment  Company 
Act")(15  U.S.C.  §  80a-3(c)(l)).  Section  3(c)(1)  exempts  from  the  definition  of 
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"investment  company"  and  from  substantive  regulation  under  the  Investment 
Company  Act  a  fund  having  no  more  than  100  investors  that  does  not  make,  and 
does  not  plan  to  make,  a  public  offering  of  its  securities.    Fund  managers  may  be 
exempt  from  investment  adviser  registration  under  Section  203(b)(3)  of  the 
Investment  Advisers  Act  of  1940  (15  U.S.C.  §  80b-203(b)(3)),  which  exempts  from 
registration  any  adviser  who  during  the  preceding  twelve  months  has  had  fewer  than 
IS  clients  and  who  does  not  hold  itself  out  generally  to  the  public  as  an  investment 
adviser.    For  purposes  of  computing  the  number  of  clients  under  Section  203(b), 
Rule  203(b)(3)- 1  (17  C.F.R.  §  275 .203(b)(3)-!)  permits  a  limited  partnership  to 
count  as  only  one  client  of  the  general  partner  or  any  other  person  acting  as 
investment  adviser  to  the  partnership. 

6.  Sales  of  interests  in  hedge  funds  typically  are  structured  to  take  advantage  of  the 
"private  offering"  exemption  under  Section  4(2)  of  the  Securities  Act  of  1933  (IS 
U.S.C.  §  77d(2)),  or  the  related  safe  harbors  under  Regulation  D  thereunder. 

Hedge  funds  also  claim  an  exclusion  from  registration  as  securities  dealers  under 
Section  15(a)  of  the  Exchange  Act  (15  U.S.C.  §  78o(a)),  based  on  the  "trader" 
exception  to  the  definition  of  "dealer."   In  general,  a  trader  is  an  entity  that  trades 
securities  solely  for  its  own  investment  account  and  does  not  carry  on  a  public 
securities  business,  while  a  dealer  buys  and  sells  securities  as  part  of  a  regular 
business,  deals  directly  with  public  investors,  engages  in  market  intermediary 
activities,  and  also  may  provide  other  services  to  investors.   See  e.g..  Davenport 
Management.  Inc.  (Apr.  13,  1993);  Louis  Dreyfus  Corporation  (July  23,  1987). 

7.  Jill  Treanor,  World  Bonds  -  Hedge  Fund  Concerns  Re-emerge.  Reuters,  Mar.  16, 
1994;  Sara  Webb  and  Tracy  Corrigan,  Hedges  Hog  the.  Limelight   at  10;  Neil 
Behrmann,  Bond  Market  Slumps  as  Hedge  Funds  Bail  Out.  Finance  and 
Commodities,  Feb.  26,  1994,  at  9. 

8.  See  Saul  Hansel],  Investment  Funds  Are  Liquidated.  The  New  York  Times, 

Apr.  1,  1994,  at  Dl;  Laura  Jereski,  Cracks  Appear  in  Granite  Partners  Fund.  The 
Wall  Street  Journal,  Mar.  30,  1994,  at  C2. 

9.  Exchange  Act  Rule  15c3-l  (17  C.F.R.  §  240.15c3-l). 

10.  Pub.  L.  No.  101-432,  104  Stat.  978. 

11.  17  C.F.R.  §§  240.17h-lT  and  240.17h-2T.   See  Securities  Exchange  Act  Release 
No.  30929  (July  16,  1992),  57  FR  32159.    Under  the  rules,  broker-dealers  are 
required  to  file  information  concerning  the  financial  and  securities  activities  of 
affiliates  that  are  likely  to  have  a  material  impact  on  the  broker-dealer's  financial  and 
operational  condition,  and  to  provide  the  Commission  with  immediate  and  more 
detailed  information  in  response  to  Commission  concerns  regarding  a  broker-dealer's 
financial  or  operational  condition.   In  addition,  broker-dealers  are  required  to  make 
and  keep  records  concerning  their  policies,  procedures,  and  systems  for  monitoring 
and  controlling  financial  and  operational  risks  resulting  from  the  activities  of  their 
affiliates.   The  Commission's  staff  presently  is  analyzing  quarterly  filing  information 
obtained  from  approximately  250  securities  firms. 
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12.  Securities  Exchange  Act  Release  No.  33761  (Mar.  15,  1994),  59  FR  13275.   The 
comment  period  ends  May  16,  1994.   This  proposal  regarding  the  net  capital 
treatment  of  listed  equity  and  currency  options  and  related  positions  is  part  of  the 
Commission's  broader  review  of  the  treatment  of  derivative  products  under  the  net 
capital  rule.   On  May  4,  1993,  the  Commission  issued  a  concept  release  requesting 
comments  on  the  treatment  of  derivative  products  under  the  net  capital  rule. 
Securities  Exchange  Act  Release  No.  32256  (May  4,  1993),  58  FR  27486.   Among 
the  approaches  considered  by  the  Commission  is  the  development  of  capital 
requirements  that  comprehensively  address  the  credit  and  market  risks  posed  by 
derivative  products  so  that  firms  may  conduct  derivatives  activities  in  registered 
broker-dealers  subject  to  appropriate  capital  standards.   The  comment  period  for  the 
concept  release  ended  on  December  17,  1993. 

13.  5k  S.  Rep.  No.  300,  101st  Cong.,  2d  Sess.  2-5  (1990).    See  also  Report  of  the 
Presidential  Task  Force  on  Market  Mechanisms  (Jan.  1989);  Division  of  Market 
Regulation,  October  1987  Market  Break.  (Feb.  1988);  Division  of  Market 
Regulation,  Trading  Analysis  of  October  13  and  16.  1989.  (May  1990). 

14.  gej;  Joint  Report  on  the  Government  Securities  Market,  a  Report  of  the  Department 
of  the  Treasury,  the  Securities  and  Exchange  Commission,  and  the  Board  of 
Governors  of  the  Federal  Reserve  System  (Jan.  1992). 

15.  See  Securities  Exchange  Act  Release  No.  33608  (Feb.  17,  1994),  59  FR  7917.    As 
proposed,  Rule  13h-l  would  define  "large  trader"  as  every  person  who,  for  an 
account  that  he  owns  or  controls,  effects  transactions  in  "publicly  traded  securities" 
in  an  aggregate  amount  equal  to  or  in  excess  of  the  activity  level  prescribed  in  the 
rule.    Proposed  Rule  13h-l  would  define  "publicly  traded  securities"  to  mean  national 
market  system  securities.    Accordingly,  the  proposed  rule  generally  would  cover 
equities,  options  on  individual  equities,  and  options  on  an  index  of  equity  securities, 
that  are  listed  for  trading  on  a  national  securities  exchange  or  quoted  on  the  NASD's 
Nasdaq/ NMS  system.    Under  the  proposed  large  trader  reporting  system,  the 
Commission  would  be  able  to  collect  information  useful  in  evaluating  periods  of 
significant  market  activity,  for  instance,  after  periods  of  extreme  stress  such  as  those 
that  occurred  in  1987,  1989,  and  1991.   The  use  of  the  system  also  would  be 
beneficial  for  obtaining  information  about  hedge  funds  and  evaluating  the  effects  of 
their  trading  on  the  securities  markets.    The  period  for  submitting  comments  on  the 
reproposal  closes  on  April  18,  1994. 

16.  The  large  trader  reporting  system  is  an  activity-based  system  designed  to  capture 
information  about  large  traders  based  on  trading  activity  conducted  throughout  the 
day,  regardless  of  the  size  of  their  end-of-day  positions. 

17.  Pub.  L.  No.  103-202,  107  Stat.  2344  (1993). 

18.  15  U.S.C.  §  780-5(f). 

19.  See  supra  note  4. 
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ADDENDUM 


ANSWERS  TO  QUESTIONS  CONCERNING 

HEDGE  FUND  ACTIVITIES  IN 

THE  U.S.  FINANCIAL  MARKETS 


1.         General  Information 

How  does  the  SEC  define  hedge  funds?   Please  provide  a  list  of  hedge  funds, 
including  their  balance  sheet  and  income  statement  data  and  assets  under 
management.   Is  there  any  available  measure  of  the  degree  of  leverage  that  hedge 
funds  employ?  In  what  markets  do  hedge  funds  operate? 

The  term  "hedge  fund"  is  not  defined  or  used  in  the  federal  securities  laws,  and  it 
has  no  precise  legal  definition.   The  term  "hedge  fund"  has  come  to  be  used  to  refer  to  a 
variety  of  pooled  investment  vehicles  that  are  not  registered  under  the  federal  securities  laws 
as  public  corporations,  investment  companies,  or  broker-dealers.    The  hedge  fund  vehicle 
emerged  originally  in  the  1960s,  particularly  during  the  "bull  market"  of  1968-1973,  when 
private  investment  entities  began  using  sophisticated  hedging  and  arbitrage  techniques  to 
trade  in  the  corporate  equity  markets.    In  the  1970s  and  1980s,  the  activities  of  hedge  funds 
broadened  into  other  financial  instruments  and  activities. 

Like  other  market  participants,  such  as  securities  firms,  banks,  and  insurance 
companies,  hedge  funds  vary  widely  in  size,  trading  strategies,  degree  of  leverage,  and 
market  influence.   Some  control  relatively  small  amounts  of  capital  and,  like  many 
individual  investors,  pursue  conservative  buy  and  hold  strategies.    Others  are  more  active, 
using  investment  techniques,  such  as  arbitrage,  leveraging,  and  hedging,  and  trading  in 
diverse  financial  products,  including  equities,  U.S.  and  foreign  government  securities, 
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commodities,  financial  futures,  options,  foreign  currency,  and  derivatives.1   Some  also 
participate  in  merger  and  acquisition  investments,  arbitrage  activities,  and  various  forms  of 
direct  investment  activity  around  the  globe.   As  more  fully  described  in  response  to  Question 
2,  hedge  funds  generally  are  structured  in  a  manner  such  that  they  are  intended  to  be  exempt 
from  the  registration  and  reporting  requirements  of  the  federal  securities  laws. 

Hedge  funds  typically  are  structured  to  provide  pass  through  tax  treatment  of  investor 
earnings.    In  the  United  States,  the  goal  may  be  achieved  by  organizing  hedge  funds  as 
limited  partnerships.    When  organized  abroad,  hedge  funds  usually  are  structured  in  order  to 
avoid  U.S.  taxation  of  foreign  investors  in  the  fund.   Hedge  fund  sponsors,  some  of  which 
are  registered  as  investment  advisers  under  the  federal  securities  laws,  are  responsible  for 
managing  the  investments  of  the  fund  and  typically  receive  a  management  or  administrative 
fee  based  on  the  amount  of  the  fund's  assets  together  with  a  share  of  the  profits  or  some 
other  allocation  based  on  the  fund's  investment  performance.2   Hedge  fund  investors 
purchase  an  interest  in  the  hedge  fund  in  return  for  which  they  receive  a  fixed  percentage  of 
the  fund's  profits.    Participation  in  hedge  funds  requires  a  substantial  investment:  investors 
must  meet  the  fund's  minimum  capital  investment  amount,  which  often  ranges  from 
$250,000  to  $1  million.    Accordingly,  hedge  fund  investors  typically  are  wealthy  individuals 
or  institutions. 


For  example,  hedge  funds  may  take  offsetting  short  and  long  positions  in  related 
securities  (a  typical  hedge  fund  strategy),  buy  futures  and  options,  invest  in  risky 
securities,  trade  on  margin,  and  take  heavily  concentrated  positions. 

Hedge  fund  managers  often  receive  a  management  fee  of  up  to  2  percent  of  the 
fund's  assets,  as  well  as  up  to  25  percent  of  hedge  fund  profits.    S_ee.  e.g..  Rupert 
Bruce,  Hedge  Funds  Bloom  In  Citv.  The  Independent,  Feb.  6,  1994,  at  8. 
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Hedge  funds  are  not  required  to  disclose  their  investments  to  investors,  though 
investors  generally  receive  reports  about  hedge  fund  performance.    Other  than  certain 
information  the  Commission  receives  as  a  result  of  reporting  requirements  under  Section  13 
of  the  Securities  Exchange  Act  of  1934  ("Exchange  Act"),5  the  Commission  does  not  have  a 
direct  source  of  information  regarding  hedge  funds  or  their  activities.    Other  publicly 
available  information  on  hedge  funds  is  limited.   The  Commission,  therefore,  is  unable  to 
provide  the  Committee  with  comprehensive  statistics  regarding  the  number  of  hedge  funds  in 
existence,  their  size  in  terms  of  assets  managed,  the  rates  of  return  they  achieve,  and  their 
degree  of  leverage,  or  with  balance  sheet  and  income  statement  data  of  hedge  funds.4 

2.         Hedge  Fund  Regulation 

Please  provide  a  brief  overview  of  the  laws  and  regulations  governing  hedge  fund 
operations,  including  any  investor  protection,  registration,  recordkeeping  and 
reporting  requirements. 

Hedge  funds  generally  are  structured  so  that  they  are  not  subject  to  the  various 
registration  and  other  requirements  under  the  federal  securities  laws.    Of  course,  the 


See  Question  2. 

Burnt  Fingers  on  Passing  the  Buck  in  the  Hedge  Fund  Thicket.  The  Daily  Telegraph, 
Mar.  5,  1994,  at  CI  (reporting  that  there  are  800  hedge  funds  with  $75  billion  in 
assets  under  management);  Sara  Webb  &  Tracy  Corrigan,  Hedge  Funds  Hog  the 
Limelight.  Financial  Times,  Mar.  5,  1994,  at  10  (reporting  that  there  are  hundreds  of 
hedge  funds,  many  of  which  have  $2  million  or  less  in  assets  under  management); 
Earl  Gottschalk,  Look  Before  Taking  Leap  Into  Hedge  Funds.  The  Wall  Street 
Journal,  Jan.  7,  1994,  at  CI  (reporting  that  there  are  800-1,000  hedge  funds  with  $40 
billion  in  assets  under  management).   Information  regarding  some  hedge  funds  may 
be  found  in  the  following  published  sources:  Nelson  Publications,  Nelson's  Directory 
of  Investment  MaaBHS  :  199T  Vols  I  a™1  nJ  Mar/Hedge.  Feb.  1994. 
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antifraud  provisions  of  the  federal  securities  laws  apply  to  hedge  funds,  and  also  protect 
their  investors. s 

Sales  of  interests  in  hedge  fund  limited  partnerships  typically  are  structured  so  that 
the  offer  and  sale  of  the  limited  partnership  interests  is  intended  to  be  exempt  from 
registration  under  Section  5  of  the  Securities  Act  of  1933  ("Securities  Act").   The  most 
common  exemption  relied  on  is  the  "private  offering"  exemption  under  Section  4(2)  of  the 
Securities  Act,  or  the  related  safe  harbor  under  Regulation  D  under  the  Securities  Act.* 
These  private  offerings  of  limited  partnership  interests  are  made  to  wealthy  individuals  and 
institutions  that  are  deemed  "accredited  investors."    Consequently,  registration  statements  for 
such  offerings  are  not  filed  with  the  Commission.    Private  offering  documents,  which  are 
not  required  to  be  filed  with  the  Commission,  are  distributed  to  the  limited  partners.    An 
issuer  offering  or  selling  securities  in  reliance  on  Regulation  D,  however,  is  required  to  file 
a  Form  D  with  the  Commission  no  later  than  15  days  after  the  first  sale  of  securities.    Form 
D  requires  disclosure  of  identifying  information  such  as  the  name  of  the  issuer  and 
promoters,  the  aggregate  offering  price,  number  of  investors,  expenses,  and  the  use  of  the 
proceeds  of  the  offering.    Limited  information  about  some  of  the  capital  raising  activities  of 
hedge  funds  can  be  obtained  by  examining  Form  D  filings  for  entities  known  to  be  hedge 
funds;  however,  there  is  no  reporting  requirement  for  offerings  exempted  under  Section  4(2) 
of  the  Securities  Act. 


In  addition  to  the  federal  securities  laws,  the  Commodity  Exchange  Act,  the 
Employee  Retirement  Income  Security  Act  of  1974,  and  state  laws  may  apply  to 
hedge  funds.   Hedge  funds  also  raise  various  issues  under  the  Internal  Revenue  Code 
of  1986. 

17  CFR  §  230.501  ?i  sjgfl.    State  securities  "blue  sky"  laws  impose  similar 
registration  requirements  to  the  Securities  Act,  and  exemptions  therefrom,  which  vary 
from  state  to  state. 
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Hedge  funds  typically  do  not  register  with  the  Commission  as  investment  companies. 
Most  hedge  funds  rely  on  the  so-called  "private"  investment  company  exception  in  Section 
3(c)(1)  of  the  Investment  Company  Act  of  1940  ("Investment  Company  Act").7   Hedge  funds 
using  this  exception  may  not  have  more  than  100  investors,  and  may  not  publicly  offer  their 
securities.' 

The  Investment  Company  Act  seeks  to  address  the  unique  risks  associated  with 
investment  pools.    Investors  in  hedge  funds,  however,  typically  are  institutions  and  wealthy 
individuals  that  are  presumed  to  be  able  to  appreciate  and  assume  the  risks  associated  with 
excluded  investment  pools.    They  are  in  a  position  to  evaluate  on  their  own  behalf,  for 
example,  matters  such  as  the  level  of  management  fees,  governance  provisions,  and 
redemption  rights.    Although  hedge  funds  may  present  certain  market  risks,  hedge  funds 
generally  have  not  been  associated  with  the  kinds  of  investor  protection  issues  that  the 
Investment  Company  Act  is  designed  to  address. 

As  with  other  private  funds,  investors  in  private  hedge  funds  may  sustain  losses 
commensurate  with  higher  investment  risks.    Abuses  by  hedge  fund  sponsors  also  are 
possible.    Section  3(c)(1)  is  not  intended  to  address  issues  such  as  whether  investors 
understand  the  investment  risks  associated  with  private  pools  or  the  potential  for 
impropriety.    Rather,  Section  3(c)(1)  seeks  to  ensure  the  private  nature  of  the  fund  so  that 
federal  regulation  is  not  justified.    Consistent  with  this  approach,  hedge  funds  with  no  more 


15  U.S.C.  §  80a-3(c)(l). 


In  addition  to  hedge  funds,  a  wide  variety  of  other  investment  pools  rely  on  Section 
3(c)(1).   These  pools  include  investment  clubs  organized  by  a  small  number  of 
closely  related  persons,  larger  venture  capital  funds  that  provide  capital  to  America's 
small  businesses,  acquisition  vehicles,  and  structured  financings.    Through  the  100 
investor  limit  and  the  public  offering  prohibition,  Section  3(c)(1)  establishes  the 
private  nature  of  these  funds.   Investors  in  private  pools,  for  example,  often  have 
familial,  social  or  business  relationships  beyond  their  participation  in  the  fund. 
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than  100  investors  that  privately  place  their  securities  are  deemed  not  to  implicate  sufficient 
investor  protection  concerns  to  warrant  regulation  under  the  Investment  Company  Act. 

Limited  partnership  interests  in  hedge  funds  often  are  offered  and  sold  by  the  officers 
and  employees  of  the  hedge  fund  general  partner  directly,  with  no  general  solicitation,  and 
no  sales  commission  or  compensation.    Thus,  the  officers  and  employees  participating  in  a 
distribution  of  hedge  fund  limited  partnership  interests  are  not  subject  to  the  broker-dealer 
registration  provisions  of  Section  15(a)  of  the  Exchange  Act.*  Increasingly,  hedge  funds  are 
using  consultants  and  servicing  agents  in  connection  with  the  placement  of  hedge  fund 
interests.10 

With  respect  to  their  operations,  hedge  funds  generally  rely  on  the  "trader"  exception 
to  the  dealer  registration  requirement  of  Section  15(a)  of  the  Exchange  Act.    Whereas  a 
dealer  purchases  and  sells  securities  as  part  of  a  regular  business,  deals  directly  with  public 
investors,  engages  in  market  intermediary  activities,  and  provides  other  market  services  to 
investors,  in  general,  a  trader  is  an  entity  that  trades  securities  solely  for  its  own  investment 
account.    The  ability  of  a  hedge  fund  to  rely  on  this  exemption  obviously  will  depend  in 
each  case  on  the  nature  and  extent  of  the  activities  conducted,  and  the  services  provided,  by 
the  fund." 


9 


in 


15  U.S.C.  §  78o.    Limited  partnership  interests  in  hedge  funds  generally  are  sold  in 
accordance  with  Exchange  Act  Rule  3a4-l,  17  CFR  §  240.3a4-l,  which  sets  forth  a 
"safe  harbor"  under  which  persons  associated  with  an  issuer,  such  as  officers  or 
employees,  who  participate  in  a  distribution  of  the  issuer's  securities  under  limited 
circumstances,  are  deemed  not  to  be  broker-dealers. 

These  persons  may  be  required  to  register  with  the  Commission  as  broker-dealers. 
See  e.g..  Davenport  Management.  Inc.  (April  13,  1993);  Richard  S.  Appel  (Jan.  13, 
1983). 

See  e.g..  Davenport  Management.  Inc.  (April  13,  1993);  Louis  Dreyfus  Corporation 
(July  23,  1987). 
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The  manager  of  a  hedge  fund  may  fall  within  the  definition  of  investment  adviser  in 
Section  202(a)(ll)  of  the  Investment  Advisers  Act  of  1940  ("Advisers  Act").12  While  some 
hedge  fund  managers  register  under  the  Advisers  Act,"  others  rely  on  the  exemption  from 
registration  in  Section  203(b)(3).   This  exemption  may  be  used  by  any  adviser  who  during 
the  preceding  twelve  months  has  had  fewer  than  fifteen  clients  and  who  does  not  hold  itself 
out  generally  to  the  public  as  an  investment  adviser.14   Managers  of  hedge  funds  organized 
as  limited  partnerships  usually  qualify  for  this  exemption  since  they  can  count  a  limited 
partnership,  rather  than  each  limited  partner,  as  a  single  client." 

The  Advisers  Act  seeks  to  protect  investors  in  pooled  investment  vehicles  by 
regulating  the  activities  of  the  pool's  adviser.    Like  Section  3(c)(1)  of  the  Investment 
Company  Act,  Section  203(b)(3)  reflects  the  determination  that  the  clients  of  private  advisers 
do  not  need  the  substantive  protections  of  the  Advisers  Act,  either  because  of  the  clients' 
size  or  their  relationship  with  the  adviser." 


15  U.S.C.  §  80b-202(a)(ll). 

Hedge  fund  managers  required  to  register  as  investment  advisers  at  the  state  level 
also  may  register  under  the  Advisers  Act.   Registered  hedge  fund  managers  seeking 
to  receive  performance  compensation  typically  rely  on  Rule  205-3  under  the  Advisers 
Act  and  comparable  state  provisions,  which  enable  them  to  charge  certain 
performance-based  fees  so  long  as  their  clients  meet  specified  objective  standards  of 
sophistication.    17  CFR  §  275.205-3. 

15  U.S.C.  §  80b-203(b)(3). 

See.  Rule  203(b)(3)  -1,  17  CFR  §  275.203(b)(3)  -1. 

Although  exempt  from  registration,  managers  still  are  subject  to  the  antifraud 
provisions  of  the  Advisers  Act.    Section  206,  15  U.S.C.  §  80b-206.   If  a  manager 
has  custody  or  control  of  client  assets,  it  also  must  comply  with  certain  additional 
requirements  that  ensure  the  safekeeping  of  client  property.    S_ee  Rule  206(4)  -2,17 
CFR  §  275.206(4)  -2. 
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Section  13(d)  of  the  Exchange  Act"  and  Rule  13d-l"  thereunder  require  any  person 
who,  after  acquiring  directly  or  indirectly  the  beneficial  ownership  of  any  security  registered 
under  Section  12  of  the  Exchange  Act,  is  directly  or  indirectly  the  beneficial  owner  of  more 
than  5  %  of  such  class,  to  file  with  the  Commission  within  10  days  of  such  acquisition  a 
Schedule  13D."  Hedge  funds  either  must  comply  with  this  provision,  or  limit  their 
investment  in  any  particular  security  so  as  not  to  cross  the  5%  threshold. 

Section  13(0  of  the  Exchange  Act20  requires  "institutional  investment  managers"2' 
exercising  investment  discretion  with  respect  to  accounts  having  $100,000,000  or  more  in 
equity  securities  ("Section  13(f)  securities")22  on  the  last  trading  day  of  any  month  to  file  a 
Form  13F  with  the  Commission.    This  information,  however,  only  is  required  to  be  filed  on 
a  quarterly  basis.    Generally,  Form  13F  requires  disclosure,  for  all  Section  13(0  securities, 
of  the  name  of  the  issuer,  the  number  of  shares  or  principal  amount,  and  the  aggregate 
purchases  and  aggregate  sales.    Information  about  hedge  fund  participation  in  the  equity 


15  U.S.C.  §  78m(d). 
17CFR§  240.13d-l(a). 


Certain  persons,  however,  including  registered  broker-dealers,  banks,  insurance 
companies,  registered  investment  companies,  registered  investment  advisers,  and 
employee  benefit  plans,  who  acquire  such  holdings  in  the  ordinary  course  of  business 
and  without  the  purpose  of  changing  or  influencing  the  control  of  the  issuer,  are 
eligible  to  file  a  short  form  statement  on  Schedule  13G  within  45  days  after  the  end 
of  the  calendar  year  in  which  the  reporting  obligation  arises.    Rule  13d- 1(b)(1), 
17CFR§240.13d-l(b)(l). 

15  U.S.C.  §  78m(0. 

The  term  "institutional  investment  manager"  is  defined  to  include  any  person  (other 
than  a  natural  person)  investing  in  or  buying  and  selling  securities  for  its  own 
account,  and  any  person  exercising  investment  discretion  with  respect  to  the  account 
of  any  other  person.    Exchange  Act  Section  13(0(5)(a);  15  U.S.C.  §  78(0(5)(a). 

Section  13(0  securities  are  exchange-traded  or  Nasdaq-quoted  securities.    See 
Exchange  Act  Section  13(0,  IS  U.S.C.  §  78m(f). 
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markets  can  be  obtained  by  examining  both  Schedule  13D  and  Form  13F  filings  for  those 
entities  known  to  be  hedge  funds.23 

Although  hedge  funds  generally  are  not  subject  to  the  registration  provisions  of  the 
federal  securities  laws,  they  are  subject  to  the  market  protection  and  leverage  provisions 
applicable  to  all  investors,  including  margin  requirements  and  position  limits.   The  margin 
rules  of  the  Board  of  Governors  of  the  Federal  Reserve  System  and  the  self-regulatory 
organizations  help  protect  registered  broker-dealers  against  losses  resulting  from  customer 
defaults  on  borrowings.    These  rules  require  that  customers  maintain  with  the  broker-dealer, 
as  collateral,  funds  and  securities,  having  a  value  in  excess  of  the  amounts  financed.   The 
amount  of  excess  collateral  required  varies  depending  on  the  type  of  investment  financed  and 
the  market  risk  of  the  position.   Typically,  large  broker-dealers  that  have  hedge  funds  as 
customers  have  credit  committees  that  monitor  their  extensions  of  credit  to  counterparties 
and  customers  in  order  to  protect  their  financial  integrity.24 


The  Large  Option  Position  Reporting  ("LOPR")  system,  established  in  1973  by  the 
various  options  exchanges,  requires  reporting  by  broker-dealers  to  the  exchanges  of 
the  establishment  and  net  change  in  large  option  positions.    The  LOPR  system  is 
designed  to  monitor  compliance  with  exchange  position  limits,  and  to  detect  excessive 
short  uncovered  option  positions.    Likewise,  the  Commodity  Futures  Trading 
Commission  ("CFTC")  requires  large  position  reporting  identifying  the  positions  of 
large  traders  in  specific  futures  contracts.    See  Commodity  Exchange  Act  Section  4i. 

Credit  committees  are  supported  by  staff  that  perform  credit  analysis,  approve  and  set 
credit  limits  by  country  and  counterparty,  approve  specific  transactions,  make 
recommendations  for  credit  reserves,  and  manage  overall  credit  exposure.    Broker- 
dealers  have  procedures  through  which  transactions  that  exceed  authorized  levels 
must  be  approved  by  senior  level  management.   Management  information  systems  at 
the  major  firms  have  the  capability  to  aggregate  credit  exposure  on  an  overall 
counterparty  basis  and  by  product  type,  and  to  monitor  for  concentrations  of 
counterparty  credit  risk.    Under  the  risk  assessment  program,  the  Commission 
receives  summaries  of  risk  management  policies,  and  the  staff  discusses  these  policies 
with  the  major  U.S.  securities  firms. 
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Like  every  investor,  hedge  funds  also  are  subject  to  position  limits,  which  are 
requirements  imposed  by  options  exchanges  and  other  self-regulatory  organizations  that  limit 
the  number  of  options  contracts  overlying  the  particular  instrument  (i.e..  stock  or  stock 
index)  that  an  investor,  or  group  of  investors  acting  in  concert,  may  own  or  control.   The 
principal  purpose  of  these  position  limits  is  to  minimizr.  the  potential  for  market 
manipulation  and  to  reduce  the  possibility  of  disruption  in  the  options  market  or  in  the 
market  for  the  underlying  security  by  imposing  a  ceiling  on  the  position  that  an  investor  can 
establish. 

3.         Hedge  Funds  as  Derivatives  Customers 

In  dollar  and  quantity  terms,  what  percentage  of  registered  broker-dealer  OTC 
derivatives  contracts  are  purchased  by  hedge  funds?   What  percentage  of  exchange 
traded  derivatives  contracts  are  purchased  by  hedge  funds? 

The  Commission  does  not  receive  information  that  shows  the  percentage  of  OTC  and 
exchange  traded  derivatives  contracts  that  are  purchased  by  hedge  funds.    The  Commission's 
risk  assessment  program,  however,  requires  registered  broker-dealers  to  report  certain 
information  about  the  volume  of  derivatives  activities  conducted  in  material  affiliates  of  the 
broker-dealer.    This  information  is  provided  to  the  Commission  quarterly  on  a  confidential 
basis,  and  is  monitored  by  the  staff.   Under  the  risk  assessment  program,  information  is 
collected  for  swaps,  forwards,  futures,  and  options,  and  includes  interest  rate,  foreign 
exchange,  securities,  and  commodities  products.   With  regard  to  credit  risk  on  certain  OTC 
products  (primarily  interest  rate  swaps  and  foreign  exchange  swaps  and  forwards),  the 
broker-dealers  are  required  to  furnish  a  counterparty  breakdown  where  credit  risk  exceeds 
the  materiality  threshold,  which  is  defined  in  the  risk  assessment  rules  as  the  greater  of  $100 
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million  or  10%  of  capital.    For  the  large  securities  firms,  where  most  of  the  derivatives 
activities  are  concentrated,  this  trigger  would  not  be  reached  until  a  counterparty 
concentration  in  the  $200  million  to  $400  million  range  was  reached.    The  Commission's 
risk  assessment  program  has  been  fully  effective  since  December  1992,  and  since  that  date 
no  entity  that  is  commonly  referred  to  as  a  hedge  fund  has  been  reported  by  any  broker- 
dealer  to  have  exceeded  the  counterparty  credit  risk  concentration  threshold. 

4.         SEC  Monitoring  of  Hedge  Funds 

Recent  press  accounts  indicate  that  the  SEC  is  concerned  about  the  ways  that  hedge 
funds  impact  the  financial  markets  and  the  Commission's  limited  ability  to  monitor 
hedge  funds.    What  steps  has  the  SEC  taken  to  address  those  concerns?   Has  the 
SEC  performed  any  studies  on  hedge  funds?   Is  the  SEC  currently  monitoring  any 
aspect  of  hedge  fund  operations?    Does  the  SEC  contemplate  taking  any  action  that 
would  curb  the  aggressive  trading  strategies  of  hedge  funds? 

From  time  to  time  since  the  1960s,  the  Commission  has  studied  the  regulatory 
treatment  and  activities  of  hedge  funds.23   Most  recently,  in  1992,  the  Commission  studied 
the  characteristics  and  status  of  hedge  funds  under  the  federal  securities  laws  in  response  to 
a  request  from  Congressman  Markey.26   Also  in  1992,  with  the  Department  of  the  Treasury 
("Treasury")  and  the  Board  of  Governors  of  the  Federal  Reserve  System,  the  Commission 


See  Securities  and  Exchange  Commission,  Institutional  Investor  Study  Report.  H.R. 
Doc.  No.  64,  92d  Cong.,  1st  Sess.  (1971). 

Letter  and  attached  Memorandum  from  Richard  Breeden,  Chairman,  Securities  and 
Exchange  Commission,  to  the  Hon.  Edward  J.  Markey,  Chairman,  Subcommittee  on 
Telecommunications  and  Finance,  Committee  on  Energy  and  Commerce,  U.S.  House 
of  Representatives  (June  12,  1992). 
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reviewed  the  participation  of  hedge  funds  in  the  government  securities  market.17   Chairman 
Levitt  has  announced  that  he  has  written  to  some  of  the  most  significant  hedge  funds  asking 
that  they  voluntarily  provide  the  Commission  with  information  about  hedge  fund  positions 
and  trading  strategies,  so  that  the  Commission  can  determine  what,  if  any,  regulatory  or 
legislative  remedy  is  needed. 

As  discussed  below,  the  Commission  has  reproposed  for  comment  the  Large  Trader 
Reporting  System,  and  anticipates  that  this  system,  if  adopted,  would  provide  the 
Commission  with  some  further  information  regarding  hedge  funds. 

5.         Large  Trader  Reporting  System 

In  a  1992  Report  to  Congress  the  SEC  stated  that  the  "large  trader  reporting  system" 
for  equity  securities  and  the  "large  position  reporting  system"  for  government 
securities  would,  when  implemented,  provide  the  Commission  with  adequate 
information  about  the  systematic  effect  of  hedge  funds  on  those  two  markets.    Please 
update  the  Committee  on  the  implementation  of  these  systems,  and  describe  their 
usefulness  in  addressing  systemic  issues.    Are  any  other  reporting  requirements 
necessary  to  ensure  the  SEC  has  a  clear  grasp  of  hedge  funds'  impact  on  the 
markets? 


Department  of  the  Treasury,  Board  of  Governors  of  the  Federal  Reserve  System, 
Securities  and  Exchange  Commission,  Joint  Report  on  the  Government  Securities 

Market  r Joint  Report")  (Jan.  1992). 
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A.        Large  Trader  Reporting 

The  Large  Trader  Reporting  System  is  an  activity-based  system  that  only  would  apply 
to  those  persons  effecting  transactions  through  accounts  carried  by  a  broker  or  dealer 
registered  with  the  Commission,  and  in  securities  listed  on  an  exchange  or  the  Nasdaq 
National  Market  System.   Under  the  Large  Trader  Reporting  System  as  reproposed  by  the 
Commission,28  a  person  that  falls  within  the  definition  of  a  large  trader  would  file  Form  13H 
with  Commission.    Upon  receipt  of  Form  13H,  the  Commission  would  assign  a  large  trader 
identification  number  ("LTID")  and  input  the  information  to  a  database.    After  receiving  a 
LTLD,  large  traders  would  contact  their  broker-dealers  and  inform  them  of  their  number  and 
all  accounts  to  which  it  applies.    The  broker-dealers  carrying  the  large  trader's  accounts 
would  maintain  records  of  the  trades  for  the  account.    Thereafter,  the  large  trader  only 
would  be  required  to  file  an  updated  Form  13H  annually. 

The  trade  reporting  system  would  be  structured  to  maintain  the  confidentiality  of 
customer  accounts  and  trading  positions.    It  would  be  used  when  the  Commission  instructs 


The  Commission  recently  reproposed  Rule  13h-l  with  many  significant  modifications. 
Exchange  Act  Release  No.  33608,  59  FR  7917  (Feb.  17,  1994).  The  period  for 
submitting  comments  on  the  reproposal  closes  on  April  18,  1994.    The  modifications 
found  in  the  reproposed  rule  incorporate  many  of  the  suggestions  made  in  the 
comments  submitted  with  respect  to  the  proposed  rule.    The  Commission  believes 
that  the  changes  to  the  proposed  rule  would  accomplish  the  objectives  of  the  Market 
Reform  Act  of  1990  because  they  balance  the  need  to  minimize  costs  and  burdens 
against  the  need  to  create  an  effective  market  reconstruction  tool  that  would  benefit 
the  Commission's  oversight  and  enforcement  programs.    See  Market  Reform  Act  of 
1990,  Pub.  L.  No.  101-432,  104  Stat.  963  (1990). 

Unlike  the  LOPR  system  and  the  CFTC's  large  position  system,  the  Large  Trader 
Reporting  System  is  an  activity-based  system.    Therefore,  the  Large  Trader 
Reporting  System  would  capture  information  about  large  traders  based  on  trading 
activity  conducted  throughout  the  day,  regardless  of  the  size  of  their  end-of-day 
positions. 
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the  Division  of  Market  Regulation  to  conduct  a  study  of  trading  activity,  or  orders  the 
Division  of  Enforcement  to  conduct  an  investigation.   In  either  context,  the  user  of  the 
system  would  identify  the  appropriate  market  segments,  persons,  and  securities  to  review  or 
investigate  and  would  prepare  a  request  to  specific  broker-dealers,  for  specific  trade 
information.   The  broker-dealers  that  receive  a  request  for  trade  information  would  report 
the  requested  trade  information  through  the  electronic  bluesheet  system  maintained  and 
operated  by  the  Securities  Industry  Automation  Corporation  ("SIAC")  under  contract  with 
the  members  of  the  Intermarket  Surveillance  Group   ("ISG"). 

Finally,  the  Commission  would  sort  and  analyze  the  trade  data  though  on-line  user 
systems  through  which  the  general  statistics  or  specific  data  needed  to  perform  a  given  study 
or  investigation  could  be  extracted.   If  necessary,  the  Commission  could  request  additional 
trade  data,  or  contact  persons  designated  by  large  traders  to  clarify  specific  trading  activity. 

The  Commission  believes  that  the  Large  Trader  Reporting  System  would  be  useful  in 
addressing  systemic  issues  concerning  hedge  funds  within  its  reporting  requirements  in  two 
respects.    First,  through  Form  13H,  the  Commission  would  gather  information  about  the 
organizational  structure,  principal  owners,  and  persons  that  actually  effect  the  trading 
activity  of  a  hedge  fund.    Form  13H  also  would  provide  the  Comnvssion  with  information 
on  the  broker-dealers  and  accounts  through  which  hedge  funds  effect  transactions  in  publicly 
traded  securities.    Second,  the  trade  reporting  aspect  of  the  system  would  enable  the 
Commission  to  obtain  actual  trade  data.    This  trade  data  would  be  gathered  electronically 
and,  therefore,  would  facilitate  more  comprehensive  and  empirical  analysis  of  hedge  fund 
trading  activity. 
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The  Large  Trader  Reporting  System  would  not  only  enable  the  Commission  to  react 
to  market  crises  but  also  would  facilitate  analysis  of  the  potential  for  a  market  crisis  or  the 
need  to  establish  new  regulatory  mechanisms.   While  the  enhanced  efficiency  of  the  system 
would  expedite  the  analysis  of  significant  market  events,  the  Commission  believes  that  use 
of  the  Large  Trader  Reporting  System  would  be  very  beneficial  with  respect  to  obtaining 
information  about  hedge  funds  and  in  evaluating  the  effect  of  their  trading  on  the  securities 
markets. 

The  Commission  notes  that  it  does  not  currently  have  the  empirical  trading  data  that 
is  necessary  to  verify  that  the  reproposed  rule  would  not  exclude  some  hedge  funds  or  their 
activity.    Once  the  Large  Trader  Reporting  System  has  been  implemented,  the  Commission 
will  be  better  able  to  evaluate  the  extent  of  all  large  trader  activity,  including  hedge  funds. 
The  Commission  believes  that  this  fundamental  lack  of  information  underscores  the 
importance  of  the  prompt  adoption  of  an  effective  Large  Trader  Reporting  System.    It 
should  be  noted  that  the  Large  Trader  Reporting  System  will  not  provide  a  complete  picture 
of  hedge  fund  activities,  especially  OTC  derivative  transactions  and  transactions  through 
persons  not  subject  to  Commission  oversight.    To  get  this  information,  either  the  voluntary 
cooperation  of  the  hedge  funds  or  legislation  would  be  necessary. 

B.        Government  Securities  Reporting 

The  Government  Securities  Act  Amendments  of  1993  ("GSA  Amendments")29 
authorize  Treasury  to  prescribe  rules  to  require  persons  holding,  maintaining,  or  controlling 
large  positions  in  to-be-issued  or  recently  issued  Treasury  securities  to  file  reports  regarding 


Pub.  L.  No.  103-202,  107  Stat.  2344  (1993). 
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such  positions.'0   The  reports  filed  are  to  be  those  that  Treasury  determines  are  necessary 
and  appropriate  to  monitor  the  impact  in  the  Treasury  securities  market  of  concentrations  of 
positions  in  Treasury  securities  and  to  assist  the  Commission  in  the  enforcement  of  the 
Exchange  Act."   The  large  position  reports  must  be  filed  with  the  Federal  Reserve  Bank  of 
New  York  ("FRBNY"),  unless  otherwise  specified  by  Treasury,  and  provided  by  the 
FRBNY  to  the  Commission  on  a  timely  basis.   The  GSA  Amendments  provide  Treasury 
with  guidance  on  what  may  be  considered  a  "large  position"  subject  to  the  reporting 
requirement,  i.e..  the  position  must  be  large  enough  to  carry  "the  potential  for  manipulation 
or  control"  of  the  supply,  price,  or  financing  costs,  of  an  issue  or  portion  of  an  issue  that  is 
available  for  trading. 


32 


Large  position  reporting  rules  have  not  yet  been  adopted  under  the  GSA 
Amendments.    The  Commission  believes  that,  once  implemented,  the  large  position 
reporting  system  will  be  useful  in  identifying  manipulative  activity  in  the  Treasury  market 
and  may  assist  in  evaluating  systemic  risk  in  the  most  active  and  liquid  Treasury  securities 
markets,  the  markets  for  when-issued  and  recently  issued  Treasury  securities.    The  system 
will  assure  that  the  regulators  can  compel  disclosure  of  position  information  when  necessary 
from  all  large  position  holders,  including  hedge  funds.    As  a  result,  the  system  will  enable 
the  FRBNY  and  the  Commission  to  better  monitor  developments  in  the  Treasury  securities 
market,  particularly  those  associated  with  concentrated  positions. 


See  Exchange  Act  Section  15C(f),  15  U.S.C.  §  780-5(f). 

Id  Treasury  must  take  into  account  any  impact  of  the  rules  on  the  efficiency  and 
liquidity  of  the  Treasury  securities  market  and  the  cost  to  taxpayers  of  funding  the 
Federal  debt. 

Id..   Treasury  is  authorized  to  exempt  by  rule  or  order  any  person,  class  of  persons, 
transaction,  or  class  of  transactions  from  the  large  position  reporting  requirement. 
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The  large  position  reporting  requirement  was  aimed  directly  at  traders  with  the 
capacity  to  assume  large  positions  in  Treasury  securities."   Salomon  Brothers  disclosed  that 
it  had  purchased  large  amounts  of  securities  for  two  large  hedge  funds  in  the  May  1991  two- 
year  note  auction,  and  was  aware  of  a  large  position  in  the  notes  by  a  third  fund.*1  The 
concentration  of  ownership  of  the  securities  may  have  contributed  to  a  squeeze  in  the 
market."  In  this  regard,  the  large  position  reporting  system  will  enhance  the  Commission's 
ability  to  identify  causes  of  any  efforts  to  squeeze  other  participants  in  the  Treasury 
securities  market,  and  may  assist  the  Commission  in  carrying  out  its  enforcement 
responsibilities.  * 


See  H.R.  Report  No.  255,  103d  Cong.,  1st  Sess.  (1993). 
*         See  Joint  Report  at  B-69. 

See  H.R.  Report  No.  255,  103d  Cong.,  1st  Sess.  (1993). 
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Statement  of  Barbara  Pedersen  Holum 

Acting  Chairman 

Commodity  Futures  Trading  Commission 

Before  the  House  of  Representatives 

Committee  on  Banking,  Finance  and  Urban  Affairs 

April  13,  1994 


Mr.  Chairman,  members  of  the  Committee.   Thank  you  for  the 
opportunity  to  appear  before  you  today  to  discuss  safety  and 
soundness  issues  relating  to  hedge  funds  and  their  use  of  deriva- 
tive products. 

As  you  know,  the  Commodity  Futures  Trading  Commission 
("CFTC"  or  "Commission")  regulates  the  nation's  commodity  futures 
and  option  markets.   The  United  States  commodity  futures  and 
options  markets  are  used  by  commercial  firms,  institutional 
investors,  agribusinesses,  fund  managers  and  a  wide  range  of 
other  market  participants  to  manage  the  price  risks  of  their  cash 
market  activities.   These  markets  serve  as  models  for  organized 
derivatives  markets  around  the  world.   Equally,  the  U.S.  futures 
regulatory  system  is  studied  and  emulated  by  regulators  the  world 
over. 

Before  turning  to  your  specific  questions,  I  have  four  major 

points  to  make  about  so-called  hedge  funds  and  the  Commission's 

regulatory  framework. 

(1)   Any  hedge  fund  (foreign  or  domestic)  that  is  a  large 

trader  in  CFTC- supervised  exchange  markets,  i.e. .  that 
is  a  trader  holding  a  futures  position  at  or  above 
reporting  levels  specified  in  CFTC  rules,  has  its  posi- 
tions in  such  markets  reported  daily  to  the  CFTC  and 
the  exchanges  and  must  respond  to  requests  for  informa- 
tion pertinent  thereto. 
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(2)  Any  private  investment  partnership  with  U.S.  partici- 
pants or  U.S.  management  which  undertakes  non-de  mini- 
mis futures  transactions  on  CFTC- supervised  or  foreign 
exchange -traded  markets  is  subject,  absent  exemption, 
to  licensing,  recordkeeping  and  record  retention  re- 
quirements, antifraud  prohibitions  and  financial  re- 
porting rules,  and  its  records  are  subject  to  inspec- 
tion by  the  CFTC  and  the  U.S.  Department  of  Justice, 
whether  or  not  such  entity  is  exempted  from  applicable 
securities  laws. 

(3)  The  Commission  has  the  authority,  subject  to  the  confi- 
dentiality restrictions  of  Section  8  of  the  Commodity 
Exchange  Act  ("CEA"),i/  to  provide  access  to  its  re- 
cords to  other  federal  regulatory  authorities  acting 
within  the  scope  of  their  jurisdiction  provided  that 
such  information  may  only  be  made  public  in  connection 
with  a  proceeding  under  the  laws  of  the  U.S.  to  which 
such  regulator  is  a  party. 

(4)  The  CFTC  has  some  information  on  most  hedge  funds  of 
any  size  that  use  the  U.S.  commodity  futures  and  option 
markets  and  regularly  cooperates  with  other  regulators. 

I  will  now  respond  to  the  specific  questions  you  have  posed. 

1.   General  Information 

How  does  the  CFTC  define  hedge  funds?   Please  provide  a  list 
of  hedge  funds,  including  balance  .sheet  and  income  statement  data 
and  assets  under  management.   Is  there  any  available  measure  of 
the  degree  of  leverage  that  hedge  funds  employ?   In  what  markets 
do  hedge  funds  operate? 

Hedoe  Fund  Definition.   As  you  know,  the  term  "hedge  fund" 
is  not  defined  by  or  separately  addressed  by  the  CFTC  regulatory 
framework,  nor  are  such  entities  identified  for  particularized 
treatment  by  other  U.S.  financial  regulators. 

The  term  "hedge  fund"  is  said  to  have  originated  in  the 
1960 's  to  refer  to  new  types  of  speculative  investment  vehicles 
using  sophisticated  hedging  and  arbitrage  techniques  in  the 


y  7  U.S.C.  §  12  (1988  &  Supp.  IV  1992) 
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corporate  equities  market.-'  The  name  "hedge  fund"  originated 
from  the  fact  that  at  that  time  a  principal  investment  technique 
of  such  funds  was  to  contemporaneously  buy  and  sell  related 
equity  securities.   A  recent  government  study  notes  that  the 
activities  of  such  funds  expanded  during  the  1970 's  and  1980 's 
and  that  hedge  funds  now  operate  in  cash,  futures  and  options 
markets  and  engage  in  foreign  currency,  government  securities  and 
commodity  transactions  as  well  as  merger  and  acquisition  activi- 
ties.^ 

The  term  "hedge  fund"  is  now  commonly  used  to  refer  to  a 
wide  array  of  private  collective  investment  vehicles,  usually 
organized  as  limited  partnerships  and  organized  so  as  to  avoid 
the  application  of  most  securities  laws.1' 


2/ 


4/ 


See  generally  Joint  Report  on  the  Government  Securities  Market 
(Department  of  the  Treasury,  Securities  and  Exchange  Commis- 
sion and  Board  of  Governors  of  the  Federal  Reserve  System, 
January  1992)  ("Joint  Report")  at  B-64. 

Id. 

The  interests  in  such  investment  partnerships  are  securities 
and  the  collective  investment  vehicles  themselves,  but  for 
available  exceptions,  would  be  subject  to  the  Investment 
Company  Act  of  1940.  For  example.  Section  3(c)(1)  of  the 
Investment  Company  Act  provides  an  exception  from  the  defini- 
tion of  "investment  company"  for  any  issuer  whose  outstanding 
securities  are  owned  by  not  more  than  100  persons  and  which  is 
net  making  and  does  not  presently  propose  to  make  a  public 
offering  of  such  securities.  The  100 -person  limit  has  been 
construed  so  that  entities,  including  other  collective 
investment  vehicles,  can  be  counted  as  only  one  person.  Thus, 
hedge  funds  can  have  far  more  than  100  "indirect"  investors 
participating  via  collective  investment  vehicles,  each  of 
which  would  be  considered  as  only  one  "person"  for  purposes  of 
applying  the  exclusion.  As  privately  offered  interests, 
interests  in  exempt  investment  companies  also  are  not  required 

(continued. . . ) 
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However,  many  hedge  fund  operators  are  likely  to  be  subject 
to  CFTC  regulation  both  as  large  traders  and  as  commodity  pool 
operators  ( " CPOs " ) . -'     Fundamentally,  a  commodity  pool  is  a 
collective  investment  vehicle  (usually  a  limited  partnership 
because  of  the  unavailability  of  pass -through  tax  treatment  for 
corporate  forms)  that  engages  in  futures  transactions  either 
exclusively  or  in  conjunction  with  other  investment  activity.-' 
Futures  transactions  are  routinely  used  by  managers  of  collective 
investment  vehicles,  including,  for  example,  pension  funds  and 


-'    (  .  .  .  continued) 

to  be  registered  pursuant  to  the  Securities  Act  of  1933  and 
consequently  no  offering  documents  concerning  such  funds  would 
be  filed  with  the  Securities  and  Exchange  Commission  ("SEC") 
It  appears  that  all  "hedge  funds"  avail  themselves  of  the 
Investment  Company  Act  exclusion  as  their  investment  activi- 
ties generally  could  not  meet  the  restrictions  on  leverage, 
senior  securities,  pyramiding  and  short  selling  contained  in 
the  Investment  Company  Act  of  1940. 

Hedge  funds  also  claim  an  exclusion  from  registering  as 
securities  dealers  under  Section  15(a)  of  the  Securities 
Exchange  Act  of  1934,  based  on  the  "trader"  exception  to  the 
definition  of  "dealer."  In  general,  a  trader  is  an  entity 
that  trades  securities  solely  for  its  own  investment  account 
and  does  not  carry  on  a  public  securities  business,  while  a 
dealer  buys  and  sells  securities  as  part  of  a  regular  busi- 
ness, deals  directly  with  public  investors,  engages  in  market 
intermediary  activities,  and  may  also  provide  other  services 
to  investors. 


This  is  because  of  the  broad  reach  of  the  definition  of  the 
term  "commodity  pool  operator"  under  the  CEA,  which  essential- 
ly covers  any  person  who  operates  an  investment  business  that 
has  as  one  of  its  activities  futures  or  commodity  option 
transactions  and  who  solicits  funds  for  that  purpose. 

Very  few  pools  elect  to  operate  as  corporate  entities.  Most 
pools  like  hedge  funds  elect  to  operate  so  as  not  to  become 
investment  companies.  Most  pools  are  limited  partnerships 
sold  in  accordance  with  the  Securities  Act  of  1933  and  the 
exemptions  thereto. 
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mutual  funds,  as  well  as  hedge  funds,  to  manage  the  risks  of 
their  stock  portfolios  or  other  investments,  to  effect  changes  in 

investment  strategy  or  portfolio  mix,  to  synthetically  replicate 

i 
bonds  or  other  interests,  to  modify  portfolio  durations,  and  for 

a  variety  of  other  purposes,  including  speculative  position 

taking. 

i 

Absent  an  exemption,  all  such  vehicles  engaging  in  futures 
transactions  would  be  required  to  be  operated  in  accordance  with 
the  CEA  and  CFTC  regulations.   The  statutory  framework  adminis- 
tered  by  the  CFTC  has  no  general  exclusion  from  regulation  for 
privately  offered  funds  that  is  comparable  to  that  under  the 
securities  laws.    However,  as  more  fully  discussed  below,  either  '■ 
because  of  the  sophistication  of  their  investors  or  to  avoid 
duplicative  or  inconsistent  regulation  of  funds  operating  primar- 
ily as  securities  trading  vehicles,  hedge  funds  subject  to 
regulation  under  the  CEA  may  qualify  for  exemptions  from  provid-   j 
ing  certain  disclosures  and  reports  to  investors.   Further,  if 
their  only  contact  with  the  U.S.  is  the  taking  of  futures  posi- 
tions or  if  the  fund  interests  are  offered  to  persons  within  a 
single  family  or  managerial  employees  of  a  single  company,  they 
may  be  exempted  from  requirements  to  register  with  the  Commission 
as  well. 

Notwithstanding  the  foregoing,  any  hedge  fund  which  is  a 
large  trader  in  any  exchange- traded  product  is  subject  to  CFTC 
and  exchange  reporting  requirements  concerning  its  U.S.  futures 
markets  activities. 
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List  of  Hedge  Funds.   Because  hedge  funds  are  not  separately 
defined  or  characterized  by  a  unique  form  of  investment  activity 
and  have  a  structure  common  to  various  investment  vehicles,  there 
is  no  clear  basis  for  distinguishing  hedge  funds  that  engage  in 
futures  transactions  from  other  types  of  commodity  pools. 
Indeed,  the  majority  of  pools  maintain  only  a  portion  of  their 
funds  in  futures  margin  deposits  and  engage  in  government  securi- 
ties transactions  and  other  investment  activity  with  the  balance 
of  their  assets.   Further,  some  hedge  funds  may  not  be  active 
futures  market  participants  but  may  trade  primarily  in  cash  and 
over-the-counter  markets  and  thus  may  not  constitute  commodity 
,  :  pools  under  our  regulatory  framework. 

Based  upon  the  considerations  noted  above,  and  the  fact  that 
!  the  Commission's  regulatory  regime  is  imposed  on  managers  of 
collective  entities  irrespective  of  the  number  of  entities 
managed,  in  order  to  respond  to  the  Committee's  request  for  a 
list  of  hedge  funds,  including  financial  data  and  assets  under 
management,  we  have  compiled  lists  of  privately  offered  commodity 
pools,  which  might  engage  in  hedge  fund  type  activities,  falling 
into  two  categories: 

(1)   Pools  that  are  primarily  securities  investments,  that 
!  is,  pools  that  generally  and  routinely  engage  in  transactions  in 

securities  and  securities  derived  instruments,  and  engage  in 
:  futures  transactions  only  on  an  incidental  basis  and  commit  not 
more  than  ten  percent  of  the  fair  market  value  of  the  pool's 


! 
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assets  to  futures  or  commodity  options  contracts  (Private  4.12(b) 
pools )-' ;    and 

(2)   Pools  privately  offered  to  certain  participants  who 
have  investment  portfolios  of  a  specified  size  or  who  are  finan- 
cial professionals  (qualified  eligible  participants)  which  may 
have  substantial  futures  and  options  exposure  (Rule  4.7  or  QEP 
pools) .-'     These  two  lists  indicate  any  funds  which  have  identi- 
fied themselves  publicly  as  hedge  funds. 

Two  other  lists  identify  certain  pre-4. 12(b)  and  any  other 
pools  known  to  the  CFTC  and  indicate  those  "pools"  (not  otherwise 
identified  on  the  preceding  lists)  which  have  identified  them- 
selves to  "Managed  Account  Reports"  as  hedge  funds  (hereinafter 
"self -declared"  hedge  funds) .   The  lists  indicate  a  total  of 
$31,542  billion  under  management  of  "self -declared"  hedge  funds 
and  $47,967  billion  under  management  by  all  listed  investment 
partnerships  combined.   As  indicated,  these  data  are  limited  to 
information  within  our  system  concerning  activity  of  regulated 
pool  operators  and  certain  information  from  Managed  Account 
Reports.   They  do  not  purport  to  encompass  all  hedge  fund  trading  J 
activity,  particularly  trading  by  off-shore  funds  that  do  not 
fall  within  our  system  or  are  not  self -declared  hedge  funds 

Leverage .   There  is  no  comprehensive  framework  for  precisely  J 
measuring  or  reporting  the  amount  of  leverage  employed  by  hedge 


-'         Rule  4.12(b)  is  discussed  infra  at  16-18 
-'         See  footnote  27  for  definition  of  QEPs. 
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funds.   Suffice  it  to  say  that  pools  which  engage  in  futures 
transactions  on  organized  exchanges  generally  are  not  required  to 
maintain  cash  or  cash  equivalents  in  the  pool  equal  to  the  value 
of  the  underlying  positions  and  thus  by  their  very  nature  are 
"leveraged"  investment  vehicles.   Leverage  is  addressed  on 
futures  exchanges  by  eliminating  credit  risk  daily.   Pools  are 
not  prohibited  from  borrowing  funds  and  they  also  may  finance 
transactions  through  the  use  of  repurchase  agreements.   The  CFTC 
receives  basic  financial  information  on  all  regulated  pools.   For 
example,  hedge  funds  which  are  commodity  pools  are  required  to 
file  annual  reports  with  the  CFTC  which  contain  certified  finan- 
cial statements.   These  statements  contain  the  disclosures 
required  by  generally  accepted  accounting  principles,  which 
include  the  FASB-105  off-balance  sheet  disclosures  of  notional 
amounts  and  a  balance  sheet  reflecting  on-balance  sheet  assets 
and  liabilities.   Commodity  pools  also  may  be  required  to  in- 
clude, or  may  volunteer,  past  performance  information  in  disclo- 
sure documents,  which  are  required  to  be  filed  with  the  CFTC. 
Performance  tables  include  monthly  or  quarterly  rates  of  return 
calculated  using  a  common  formula.   Rates  of  return  indicate  the 
amount  of  change  in  fund  equity,  from  which  some  inferences 
regarding  leverage  can  be  drawn.   For  example,  hedge  funds 
experiencing  very  large  percentage  changes  in  equity  would 
generally  be  the  most  highly  leveraged  funds.   In  general,  it 
would  be  very  difficult  to  quantify  leverage  in  funds  engaging  in 
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multiple  activities,  such  as  government  securities,  repurchase 

i 
transactions,  futures,  and  options,  except  on  an  anecdotal  basis. 

Markets  in  Which  Hedge  Funds  Operate.   Disclosure  documents 

filed  by  commodity  pools  which  appear  to  be  characterizable  as 

hedge  funds  indicate  investment  and  trading  activity  in  a  wide 

range  of  interests,  including:   commodity  futures  and  option 

contracts;  mortgage -related  securities  (Ginnie  Maes,  Fannie  Maes   |.j 

and  Freddie  Macs) ;  investments  directly  in  mortgages;  all  types 

of  fixed- income  securities  that  are  not  mortgage -related  (includ-  i 

> 

ing  domestic  and  foreign  bonds,  notes  and  other  debt  securities, 
convertible  bonds,  asset -backed  securities,  domestic  and  foreign 
government  and  government  agency  securities,  low  credit  quality 
securities,  zero  coupon  bonds  and  short-term  obligations,  such  as 
commercial  paper  and  notes,  bank  deposits  and  other  financial 
institution  obligations);  repurchase  agreements;  swaps  and 
forwards  in  financial  instruments,  primarily  foreign  exchange 
contracts;  options;  warrants;  partnership  or  other  pooled  inter- 
ests; short  and  long  positions  in  listed  stocks,  puts  and  calls; 
securities,  bonds  or  claims  of  corporations  in  bankruptcy,  or 
undergoing  reorganization,  restructuring  or  liquidation;  and 
securities  sold  in  initial  public  offerings.  Based  upon  data 
drawn  from  a  sample  of  disclosure  documents,  it  seems  reasonable 
to  conclude  that  hedge  funds  are  active  in  a  wide  and  expanding 
range  of  securities  and  derivatives  markets.  In  terms  of  CFTC- 
regulated  markets,  "self -declared"  hedge  funds  tend  to  have  their 
largest  positions  in  interest  rate  (including  U.S.  Treasuries) 
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and  stock  index  futures,  although  they  may  carry  positions  in  any 

futures  or  option  market.   In  futures  on  physical  commodities, 

hedge  funds  are  most  prominent  in  the  precious  metals  and  energy 

markets.   Most  hedge  funds  engage  in  frequent  trading  activities 

and  use  a  combination  of  fundamental  and  technical  strategies. 

2.   Hedge  Band  Pymlation 

Please  provide  a  brief  overview  of  the  CFTC- related  laws  and 
regulations  governing  hedge  fund  operations,  including  any 
registration,  recordkeeping  and  reporting  requirements. 

As  Chairman  Gonzalez  and  others  have  noted,  the  CFTC  is  "the 
only  financial  regulatory  agency  with  any  regular  reporting 
contact  with  hedge  funds."2'  This  is  due  to  the  CFTC's  large 
trader  reporting  system,  to  which  all  traders  with  significant 
futures  positions  are  subject.   In  addition,  as  noted  above,  to 
the  extent  that  hedge  funds  engage  in  commodity  futures  or 
options  transactions,  absent  exemption,  they  constitute  commodity 
pools  subject  to  registration,  disclosure,  reporting  and  record- 
keeping requirements  specifically  addressed  to  the  activities  of 
collective  investment  vehicles  using  the  futures  markets.   The 
following  discussion  summarizes  the  regulatory  framework  applica- 
ble to  hedge  funds  that  engage  in  futures  transactions,  focusing 
first  upon  the  regulatory  requirements  applicable  to  commodity 
pools  and  secondly  upon  the  requirements  applicable  to  large 
traders . 


»/ 


Floor  Statement  of  Henry  B.  Gonzalez,  Chairman,  U.S.  House  of 
Representatives  Committee  on  Banking,  Finance  and  Urban 
Affairs,  "Banks,  Derivatives  and  Hedge  Funds,"  March  24,  1994. 
£££  also  Joint  Report  at  B-69. 
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A.   Investor  Protection 

As  I  have  noted,  to  the  extent  that  a  collective  investment 
vehicle  trades  commodity  futures  and  options,  the  vehicle  is 
deemed  to  be  a  commodity  pool.   All  activities  of  the  pool  are 
subject  to  the  Commission's  antifraud  rules  and  specified  records 
of  the  pool  and  the  pool  operator  are  required  to  be  maintained 
and  are  subject  to  inspection  by  the  Commission  and  the  U.S. 
Department  of  Justice.   The  operator  of  the  vehicle  --  the 
"commodity  pool  operator"  or  "CPO"  in  the  terminology  of  the 
Commodity  Exchange  Act— '   -  -  is  required  to  register  with  the 
CFTC . & 

Registration.   The  requirement  of  registration  of  the  CPO 
and  its  salespersons  precludes  persons  with  significant  criminal 
or  civil  disciplinary  histories  from  operating  commodity  pools. 


— '   The  term  "commodity  pool  operator"  is  defined  to  mean  any 

person:  ( 

engaged  in  a  business  that  is  of  the  nature  of 
an  investment  trust,  syndicate,  or  similar 
form  of  enterprise,  and  who,  in  connection 
therewith,  solicits,  accepts,  or  receives  from 
others,  funds,  securities,  or  property,  either 
directly  or  through  capital  contributions,  the 
sale  of  stock  or  other  forms  of  securities,  or 
otherwise,  for  the  purpose  of  trading  in 
commodity  interests.  Section  la (4)  of  the 
CEA. 

— '  Section  4m(l)  of  the  CEA.  In  addition,  the  CEA  requires 
registration  as  an  associated  person  ("AP")  of  a  CPO  of  any 
"partner,  officer,  employee,  consultant,  agent  (or  any  person 
occupying  a  similar  status  or  performing  similar  functions) " 
in  any  capacity  which  involves  the  solicitation  of  funds, 
securities  or  property  for  a  participation  in  a  commodity  pool 
or  the  supervision  of  any  person  or  persons  so  engaged,  l\ 
Section  4k (2)  of  the  CEA. 
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Registration  applications  are  processed  by  the  National  Futures 
Association  ("NFA"),  a  self -regulatory  organization,  pursuant  to 
authority  delegated  by  the  CFTC.   At  a  minimum,  applicants  for 
registration  as  a  CPO,  and  the  applicant's  principals,— '   and 
applicants  for  registration  as  salespersons  ("associated  per- 
sons") of  a  CPO,  must  file  information  on  their  employment  back- 
ground and  disciplinary  histories,  and  fingerprint  cards  for 
fitness  screening  through  the  Federal  Bureau  of  Investigation 
data  base.   Certain  types  of  criminal  convictions  and  civil 
actions  against  the  CPO  or  its  principals  may  serve  to  bar  the 
CPO  from  registration.   A  CPO  applicant  and  any  associated  person 
employed  by  it  also  generally  must  pass  the  National  Commodity 
Futures  Examination  (the  "Series  3"  examination),  a  proficiency 
examination  administered  by  the  NFA. 

Disclosure  and  Reporting.   Each  registered  CPO  soliciting 
prospective  investors  in  a  commodity  pool  must  provide  the  pro- 
spective participant,  and  file  with  the  CFTC,  a  disclosure 
document  containing  information  specified  in  CFTC  rules  before 
the  CPO  may  accept  funds  for  participation  in  the  pool.— '  The 
disclosure  document  must  include  information  concerning  such 


— '  A  "principal"  is  defined  in  CFTC  Rule  3.1  to  include  such  key 
persons  as  directors,  officers,  branch  managers  and  contribu- 
tors of  ten  percent  or  more  of  the  CPO's  capital.  Fingerprint 
cards  are  processed  through  the  FBI  to  identify  any  prior 
criminal  record.  CFTC  rules  referred  to  herein  are  found  at 
17  C.F.R.  Ch.  I  (1993) . 

— '  CFTC  Rule  4.21  specifies  the  disclosure  requirements  applica- 
ble to  CPOs. 
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matters  as  the  risks  relevant  to  investment  in  the  pool;  the 
business  background  of  the  CPO  and  its  principals;  the  CPO's  and 
the  pool's  historical  performance  results;  fees  to  be  incurred  by 
the  pool;  conflicts  of  interest  on  the  part  of  the  CPO,  commodity 
trading  advisors  CCTAs")  and  other  commodity  professionals  who 
will  provide  services  to  the  pool;  and  material  legal  proceedings 
against  the  CPO,  CTAs  for  the  pool  and  other  relevant  persons 
during  the  past  five  years. 

Registered  CPOs  also  must  provide  pool  participants  periodic 
account  statements  and  certified  annual  reports  concerning  the 
pools'  operations.—'  The  certified  annual  report  also  must  be 
filed  with  the  CFTC  — '     Account  statements  and  the  annual  re- 
port must  be  prepared  in  accordance  with  generally  accepted 
accounting  principles  and,  in  the  case  of  the  annual  report,  must 
include  two  prior  years  of  data.—'   Each  account  statement  and 


i 


i 


i 


15/ 


1*/ 


CFTC  Rule  4.22.  For  pools  which  have  net  assets  of  more  than 
$500,000  at  the  beginning  of  the  fiscal  year,  the  account 
statement  must  be  distributed  at  least  monthly.  Rule  4.22(b) . 
Moreover,  while  account  statements  are  not  required  to  be 
filed  with  the  CFTC,  the  CPO  must  retain  them  pursuant  to  Rule 
4.23(a)  and  must  make  and  keep  certain  supporting  documenta- 
tion pursuant  to  Rules  4.23(a) (10)  and  (a) (11). 

CFTC  Rule  4.22(c) .  Neither  the  CEA  nor  the  CFTC's  regulations 
issued  thereunder  require  CPOs  to  satisfy  any  capital  require- 
ments as  a  condition  of  registration.  Accordingly,  these 
financial  reports  relate  to  the  pool's,  not  the  CPO's, 
operations.  Compare  Section  4f (b)  of  the  CEA  and  CFTC  Rule 
1.17,  which  prescribe  minimum  financial  requirements  for 
futures  commission  merchants  ("FCMs")  and  introducing  brokers . 

Financial  statements  in  the  annual  report  must  include  the 
Statement  of  Financial  Condition,  Income  (Loss)  Statement,  and  I 
Statements  of  Changes  in  Financial  Condition  and  Ownership 
Equity. 
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annual  report  must  contain  a  signed  oath  or  affirmation  that,  to 
the  best  of  the  CPO's  knowledge  and  belief,  the  information 
contained  in  the  document  is  accurate  and  complete.— 

Maintenance  of  Books  and  Records.   Registered  CPOs  must  make 
and  keep  specified  books  and  records  at  their  main  business 
office  and  make  them  available  for  inspection  by  the  CFTC  and  the 
U.S.  Department  of  Justice.—'  With  respect  to  each  pool  oper- 
ated, registered  CPOs  must  make  and  keep  records  including  the 
following:   an  itemized  daily  record  of  each  commodity  interest 
transaction  of  the  pool;  a  journal  of  original  entry  of  all 
receipts  and  disbursements  of  money,  securities  and  other  proper- 
ty; general  ledgers  of  all  asset,  liability,  expense  and  income 
accounts;  and  canceled  checks,  bank  statements,  and  all  other 
records,  data  and  memoranda  prepared  or  received  in  connection 
with  the  operation  of  the  pool.—'  With  respect  to  its  own 
activities,  the  CPO  must  make  and  keep  an  itemized  daily  record 
of  each  commodity  interest  transaction  of  the  CPO  and  its  princi- 
pals; commodity  interest  confirmations  and  monthly  statements 
relating  to  the  CPO's  and  its  principals'  personal  trading 


17/    CFTC  Rule  4.22(h). 

is/  CFTC  Rule  4.23.  See  Rule  1.31  for  the  retention  and  accessi- 
bility requirements  applicable  to  all  books  and  records 
required  to  be  kept  by  the  CEA  or  CFTC  regulations. 

is /  CFTC  Rule  4.23(a) .  Pool  participants  are  authorized  under  the 
rule  to  inspect  certain  of  these  records. 


158 


-  15  - 

accounts;  and  books  and  records  of  all  other  transactions  in  all 
other  activities  in  which  the  CPO  engages.—' 

Exemptions  from  Registration.   Although  the  CEA  has  no 
exclusion  for  privately  offered  pools  comparable  to  the  "private 
investment  company"  exception  under  the  Investment  Company  Act  of 
1940,  the  CEA  enables  the  CFTC  to  exclude  from  the  definition  of 
commodity  pool  operator,  and  thus  from  regulation  as  CPOs,  "such 
persons  not  within  the  intent  of  the  definition  of  the  term  as 
the  Commission  may  specify  by  rule,  regulation,  or  order."—' 
In  general,  the  Commission  has  used  this  authority  sparingly  to 
exclude  certain  otherwise  regulated  entities  to  avoid  duplicative 
regulation  and  to  permit  certain  small  and  limited  participation 
pools  comprised  of  family  members  or  operated  as  informal  clubs 
to  operate  without  compliance  with  regulatory  requirements. 
Specifically,  CFTC  Rule  4.13  provides  an  exemption  from  registra- 
tion for  commodity  pool  operators  who  receive  no  compensation 
other  than  reimbursement  for  administrative  expenses;  operate 
only  one  pool;  are  not  otherwise  required  to  register  with  the 
CFTC;  are  not  a  business  affiliate  of  any  person  required  to 
register  with  the  CFTC;  and  engage  in  no  advertising  in  connec- 
tion with  the  pool.   CFTC  Rule  4.13  also  provides  an  exemption 
for  commodity  pool  operators  who  accept  no  more  than  $200,000  in 
aggregate  gross  capital  contributions  for  all  of  the  commodity 


227   CFTC  Rule  4.23(b)  . 

u'        Section  la (4)  of  the  CEA. 
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pools  they  operate  and  who  do  not  operate  any  pool  which  has  more 
than  15  participants  at  any  time.   For  these  purposes,  in  con- 
trast to  the  SEC's  interpretation  of  the  Investment  Company  Act, 
the  CFTC  "looks  through"  any  passive  entity  which  is  a  partici- 
pant in  the  pool  in  counting  the  15 -person  maximum.   Because  of 
the  limited  reach  of  the  CFTC'S  "small  pool,"  family  and  other 
registration  exemptions,— '   operators  of  most  hedge  funds  which 
engage  in  futures  transactions  may  be  expected  to  be  registered 
with  the  CFTC,  unless  they  have  obtained  specific  relief  from 
this  requirement  based  upon  the  existence  of  special  facts  and 
circumstances.   However,  the  Commission  has  adopted  several  rules 
designed  to  provide  tailored  exemptions  from  certain  disclosure, 
reporting  and  recordkeeping  requirements  related  to  the  limited 
nature  of  a  pool's  futures  activities  or  the  financial  resources 
and  sophistication  of  its  participants.   In  addition,  the  Commis- 
sion has  granted  exemptions  from  relevant  requirements  for  pools 
which  do  not  accept  United  States  investors.   These  exceptions, 
which  are  likely  to  be  applicable  to  a  substantial  number  of 
hedge  funds,  are  summarized  below. 


— '  CFTC  Rule  4.5  provides  an  exclusion  from  the  CPO  definition 
for  certain  otherwise  regulated  "eligible  persons"  with 
respect  to  certain  "qualifying  entities, "  subject  to  compli- 
ance with  the  operating  criteria  set  forth  in  the  rule.  These 
qualifying  entities  include  registered  investment  companies, 
insurance  company  separate  accounts,  bank  trust  funds  and 
pension  plans  subject  to  Title  I  of  the  Employee  Retirement 
Income  Security  Act  of  1974  ("ERISA").  Certain  other  ERISA 
pension  plans  (defined  benefit  and  welfare  plans,  in  particu- 
lar) are  not  subject  to  any  operating  criteria  to  obtain  "not 
a  pool"  treatment  under  this  rule. 
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EaaaatAaa  for  Commodity  Pools  Primarily  Engaged  In  Securi- 
ties Activities 

CFTC  Rule  4.12(b)  provides  certain  relief  from  the  Commis- 
sion's regulations  for  registered  CPOs  who  operate  pools  which: 

(1)  are  offered  and  sold  pursuant  to  the  Securities  Act  of  1933 
or  an  exemption  therefrom;  (2)  ard  generally  and  routinely 
engaged  in  the  buying  and  selling  of  securities;  (3)  do  not 
commit  more  than  ten  percent  of  the  fair  market  value  of  their 
assets  to  establish  commodity  futures  or  option  positions;  and 
(4)  will  trade  commodity  futures  or  options  in  a  manner  solely 
incidental  to  their  securities  trading.   CPOs  may  with  respect  to 
pools  qualifying  under  Rule  4.12(b):   (1)  use  an  offering  memo- 
randum prepared  in  accordance  with  the  Securities  Act  of  1933  or 
relevant  exemption  therefrom,  supplemented  by  certain,  but  not 
all,  disclosure  document  information  otherwise  required  to  be 
included  in  the  pool  disclosure  document  required  by  the  CFTC; 

(2)  provide  a  quarterly  statement  that  indicates  the  net  asset 
value  of  the  pool  as  of  the  end  of  the  reporting  period  and  the 
change  in  net  asset  value  from  the  end  of  the  previous  reporting 
period  in  lieu  of  the  prescribed  account  statement;  (3)  provide 
in  lieu  of  the  prescribed  annual  report  a  certified  annual  report 
which  contains,  at  a  minimum,  Statements  of  Financial  Condition 
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and  of  Income  (Loss)^';  and  (4)  claim  exemption  from  certain 
recordkeeping  requirements.— ' 

To  avail  themselves  of  the  foregoing  relief,  CPOs  must  file 
a  written  claim  for  exemption  with  the  CFTC.   The  claim  must 
identify  the  CPO  and  the  pool  for  which  relief  is  being  claimed 
and  must  contain  representations  that  the  pool  will  be  operated 
in  accordance  with  the  criteria  of  the  rule. 

Exemption  for  Pools  Offered  to  Qualifying  Participants 
CFTC  Rule  4.7  provides  certain  relief  from  recordkeeping, 
reporting  and  disclosure  for  registered  CPOs  who  operate  pools 
which  are  offered  only  to  "qualified  eligible  participants" 
("QEPs")  as  that  term  is  defined  in  the  rule.—7   Such  pools 
remain  subject  to  the  Commission's  antifraud  rules,  the  Commis- 


— /  The  CPO  continues  to  remain  subject,  however,  to  the  affirma- 
tion requirement  of  Rule  4.22(h)  with  respect  to  these  substi- 
tute account  statements  and  annual  reports. 

2±'  Rules  4.23(a)  (10)  and  (a)  (11),  relating  to  specified  periodic 
statements  of  financial  condition. 

2£'  QEPs  fall  within  three  general  categories.  The  first  category 
includes  registered  commodity  and  securities  professionals, 
e.g.  .  FCMs,  securities  broker- dealers,  the  CPO  and  CTAs  for 
the  pool,  and  CPOs  and  CTAs  who  have  been  registered  and 
active  as  such  for  the  two  prior  years  and  who  have  $5,000,000 
under  management.  The  second  category  generally  includes 
persons  who  are  "accredited  investors"  as  defined  in  Regula- 
tion D  under  the  Securities  Act  of  1933  and  who  meet  a 
portfolio  requirement  of:  (1)  securities  of  unaffiliated 
issuers  and  other  investments  with  an  aggregate  market  value 
of  $2,000,000;  (2)  $200,000  on  deposit  with  an  FCM  in  ex- 
change-specified initial  margin  and  option  premiums  for 
commodity  interest  transactions;  or  (3)  a  combination  of  (1) 
or  (2).  The  third  category  includes  entities  in  which  all 
unit  owners  or  participants  are  QEPs. 


162 


-  19  - 

sion's  record  retention  and  inspection  requirements  and  certain 
financial  reporting  requirements. 

The  relief  available  under  Rule  4.7  is:   (1)  exemption  from 
the  specific  requirements  applicable  to  disclosure  documents, 
provided,  however,  that  any  offering  memorandum  distributed  for 
the  pool  must  include  all  disclosures  necessary  to  make  the 
information  contained  therein  not  misleading;  (2)  permission  to 
provide  pool  participants,  in  lieu  of  the  prescribed  account 
statement,  with  a  quarterly  statement  that  indicates  the  net 
asset  value  of  the  pool  as  of  the  end  of  the  reporting  period  and 
the  change  in  net  asset  value  from  the  end  of  the  previous 
reporting  period;  and  (3)  acceptance,  in  lieu  of  the  prescribed 
certified  annual  report,  of  an  uncertified  annual  report  which 
contains,  at  a  minimum.  Statements  of  Financial  Condition  and  of 
Income  (Loss).—'   Rule  4.7  also  provides  an  exemption  from  the 
specific  recordkeeping  requirements  applicable  to  CPOs  generally. 
However,  the  CPO  must  nonetheless  maintain  all  account  state- 
ments, annual  reports  and  all  other  books  and  records  prepared  in 
connection  with  its  serving  as  the  CPO  of  the  pool  at  its  main 
business  office  and  make  those  books  and  records  available  to  the 


— '  The  CPO  remains  subject  to  the  affirmation  requirement  of  Rule 
4.22(h)  with  respect  to  the  account  statements  and  annual 
reports. 
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CFTC,  the  Department  of  Justice  and  the  NFA  in  accordance  with 
the  CFTC's  general  recordkeeping  requirements.—' 

To  obtain  relief  under  Rule  4.7,  CPOs  must  file  a  written 
claim  of  exemption  with  the  CFTC.   The  claim  must  identify  the 
CPO  and  the  pool  for  which  relief  is  being  claimed  and  must 
contain  representations  to  the  effect  that  the  CPO  qualifies  for 
relief . 

The  CFTC  does  not  possess  any  systematic  information  con- 
cerning the  extent  to  which  Rule  4.7  is  used  by  the  operators  of 
hedge  funds.   Unlike  Rule  4.12(b),  Rule  4.7  does  not  condition 
exemptive  relief  upon  compliance  with  any  operational  criteria  -- 
e.g. .  that  the  pool  commit  only  a  small  percentage  of  its  assets 
to  establish  commodity  interest  trading  positions  and  that  it 
trade  commodity  interests  in  a  manner  solely  incidental  to  its 
securities  trading  --  an  investment  profile  consistent  with 
anecdotal  descriptions  of  hedge  fund  activities.   In  contrast  to 
funds  operated  pursuant  to  Rule  4.12(b),  a  Rule  4.7  pool  could 
commit  substantial  trading  capital  to  futures  margins  and  option 
premiums  and  have  as  its  focus  commodity  interest  trading. 
However,  in  light  of  the  fact  that  fewer  affirmative  disclosure 
requirements  are  imposed  under  Rule  4.7  than  Rule  4.12(b)  and 
that  the  strict  investor  qualification  standards  for  relief  under 
Rule  4.7  may  be  met  in  many  cases  by  hedge  fund  investors,  it  is 


— '  As  noted  above,  these  general  requirements  are  found  in  Rule 
1.31  and  require  all  business  records  maintained  by  the  firm 
under  the  CEA  and  CFTC  regulations  to  be  subject  to  the  CFTC's 
inspection  authority. 
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likely  that  Rule  4.7,  which  was  adopted  in  August  1992,  is  now 
preferred  over  Rule  4.12(b)  by  hedge  fund  operators.   However,  it 
should  be  emphasized  that,  as  in  the  case  of  "Rule  4.12(b)" 
pools,  operators  of  Rule  4.7  pools  remain  subject  to  the  duty  to 
register  as  such  under  the  CEA,  to  reporting  and  recordkeeping 
duties,  to  the  antifraud  and  antimanipulation  prohibitions,  and 
to  large  trader  reporting  requirements. 

Exemption  for  Offshore  Funds. 

Many  hedge  funds  reportedly  are  "offshore"  funds,  that  is, 
funds  organized  in  locations  outside  of  the  United  States  and 
offered  only  to  non-United  States  persons.   To  the  extent  that 
such  funds  engage  in  futures  transactions  and  are  operated  by 
pool  operators  located  in  the  United  States,  the  Commission's 
registration,  disclosure,  and  other  requirements  apply.   However, 
pursuant  to  delegated  authority,  CFTC  staff  have  made  exemptive 
relief  available  to  the  registered  CPOs  of  a  number  of  offshore 
pools  from  the  disclosure  document,  account  statement,  annual 
report  and  certain  recordkeeping  requirements—7  where:   (1)  the 
pool  is  organized  and  operated  outside  the  United  States;  (2) 
none  of  the  participants  in  the  pool  is  a  United  States  person; 
(3)  no  capital  is  committed,  directly  or  indirectly,  to  the  pool 
from  United  States  sources;  and  (4)  the  CPO  will  not  engage  in 


M/   cftc  Rules  4.23(a)  (10)  and  (a)  (11)  which  provide  supporting 
information  for  the  account  statements. 
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any  marketing  activity  with  respect  to  United  States  persons.— ' 
The  U.S.  operators  of  offshore  funds  remain  subject  to  antifraud 
and  antimanipulation  prohibitions,  to  certain  recordkeeping 
requirements,  and  to  large  trader  reporting  requirements. 

Because  the  foregoing  relief  is  premised  upon  the  absence  of 
U.S.  participation  in  the  fund  and  not  upon  the  nature  of  the 
investment  activity  of  the  fund,  the  CFTC  does  not  have  any 
specific  knowledge  other  than  from  persons  who  have  volunteered 
such  information  or  who  are  large  traders  in  CFTC -supervised 
markets  as  to  whether  hedge  funds  are  being  operated  offshore. 

B.   Systemic  and  Financial  Integrity  Protections 

In  addition  to  the  specific  regulatory  requirements  appli- 
cable to  hedge  funds  that  constitute  commodity  pools,  hedge  funds 
are  subject  to  the  CFTC  requirements  applicable  to  all  traders  in 
the  futures  markets. 

Large  Trader  Reporting  and  Market  Surveillance  System.   The 
CFTC  employs  a  comprehensive  market  surveillance  system  which  is 
designed  to  maintain  freely  competitive  markets  by  detecting  and 
preventing  threats  of  price  manipulation  or  other  major  market 
disruptions  caused  by  abusive  trading  practices.   The  CFTC's 
large  trader  reporting  system  is  an  important  market  surveillance 


2»/ 


See,  e.g. .  Division  of  Trading  and  Markets  Interpretative 
Letter  No.  92-3  [1990-92  Transfer  Binder]  Comm.  Fut.  L.  Rep. 
(CCH)  1  25,221  (January  29,  1992).  In  issuing  these  exemp- 
tions staff  have  required  that  in  the  event  a  CPO  keeps  it 
books  and  records  offshore,  the  CPO  must  produce  documents  in 
the  United  States  within  seventy- two  hours  following  a  request 
for  such  records  . 


166 


-  23  - 

tool  which  is  often  cited  as  a  model  for  market  surveillance 
systems.— '     To  carry  out  its  market  surveillance  program,  the 
CFTC  must  be  able  to  identify  promptly  the  significant  traders  in 
each  market,  the  size  of  their  positions,  and  on  occasion,  their 
trading  intentions.   To  get  these  data  routinely,  the  CFTC  uses  a 
reporting  system  that  collects  large  trader  positions  in  all 
commodities  and  also  enables  its  surveillance  staff  to  aggregate 
related  accounts.—7 

Various  reports  of  market  positions  and  other  surveillance 
data  are  obtained  from  domestic  brokers  (i.e. .  FCMs) ,  foreign 
brokers,  U.S.  exchanges,  and  individual  traders.   In  addition, 
apart  from  routine  reporting,  special  calls  for  information  may 
be  made  in  urgent  or  special  situations,  such  as  where  an  uniden- 
tified trader  with  a  sizeable  market  position  first  appears  in  a 
broker's  report  during  the  last  trading  days  of  a  contract. 

The  CFTC  requires  daily  reports  of  the  futures  positions  of 
all  large  traders,  i.e..  those  holding  positions  above  certain 


—    See,  e.g. .  Joint  Report  at  B-93. 

— '  Section  4i  of  the  CEA  makes  it  unlawful  for  any  person  to  hold 
a  "reportable"  futures  position,  i.e..  a  position  which  equals 
or  exceeds  the  quantities  specified  in  CFTC  rules,  unless  such 
person  has  filed  reports  of  those  positions  in  accordance  with 
CFTC  rules.  Pursuant  to  CFTC  Rule  18.04,  each  trader  who 
holds  or  controls  a  reportable  position  is  required  to  file 
with  the  CFTC  information  including  the  name  and  address  of 
each  person  who  controls  the  trading  of  the  reporting  trader 
and  of  persons  who  have  a  financial  interest  of  ten  percent  or 
more  in  the  reporting  trader  or  the  reporting  trader  accounts. 
In  addition,  under  CFTC  Rule  18.05,  each  such  trader  is  re- 
quired, upon  request,  to  furnish  to  the  CFTC  "any  pertinent 
information  concerning  such  positions,  transactions  or  activi- 
ties. " 
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threshold  levels  specified  in  CFTC  regulations.—'  Consequent- 
ly, the  CFTC  has  long  collected  data  on  hedge  fund  positions  in 
all  U.S.  futures  markets.   The  CFTC's  large  trader  reporting 
system  enables  it  to  determine  whether  persons  widely  cited  in 
the  press  as  hedge  fund  operators  hold  positions  in  the  futures 
markets  at  or  above  the  reporting  thresholds.   However,  as  noted 
above,  since  there  is  no  regulatory  definition  of  hedge  funds, 
the  CFTC  has  not  routinely  identified,  nor  can  it  with  certainty 
identify,  traders  that  are  hedge  funds  as  distinguished  from 
commodity  pools. 

The  CFTC  also  has  extensive  inspection  powers  with  respect 
to  reporting  traders,  including  hedge  funds.  Section  4i  of  the 
CEA  requires  all  traders  with  reportable  futures  positions  to 

"keep  books  and  records  of  all  such  transactions  and  positions 
in  any  such  commodity  traded  on  or  subject  to  the  rules  of  any 
board  of  trade,  and  of  cash  or  spot  transactions  in,  and  invento- 
ries and  purchase  and  sale  commitments  of  such  commodity. n 
Further,  such  books  and  records  are  required  to  "show  complete 
details  concerning  all  such  transactions,  positions,  inventories, 
and  commitments,  including  the  names  and  addresses  of  all  persons 
having  any  interest  therein, "  and  to  be  open  at  all  times  to 


22'  CFTC  Rule  17.00  requires  that  FCM  position  reports  show  each 
reportable  futures  position,  separately  for  each  contract 
market  and  for  each  future  in  each  special  account  as  of  the 
close  of  the  market  on  the  day  covered  by  the  report,  the 
quantity  of  the  exchanges  of  futures  for  physicals  and  the 
number  of  delivery  notices  issued  for  each  such  account  by  the 
clearing  organization  of  a  contract  market  and  the  number 
stopped  by  the  account.   17  C.F.R.  §17.00. 


168 


-  25  - 

inspection  by  any  representative  of  the  Commission  or  the  Depart- 
ment of  Justice. 

Since,  despite  their  name,  hedge  funds  essentially  are 
speculative  investment  vehicles,  their  activities  in  futures 
markets  are  subject  to  speculative  position  limit  rules  which 
have  been  established  by  the  CFTC  or  the  exchange  to  prevent 
market  distortion.  — '  Hedge  funds  can  seek  exemptions  to  such 
rules  only  if  they  can  demonstrate  to  the  appropriate  exchange  -  - 
or  to  the  CFTC  if  they  trade  certain  agricultural  futures  or 
options  --  that  they  have  price  risks  associated  with  cash  market 
positions  that  they  wish  to  hedge  or  that  they  are  engaging  in 
some  arbitrage  activity  that  may  be  eligible  for  an  exemption. 
In  certain  markets,  like  U.S.  Treasury  bond,  foreign  currency, 
and  precious  metal  futures,  speculative  position  limits  have  been 
replaced  with  position  accountability  rules.   Under  those  rules, 
if  a  trader  holds  a  position  above  a  certain  size,  the  exchange 
has  the  right  to  request  information,  including  cash  market 
information,  from  the  trader  regarding  that  position. 

Through  the  combination  of  large  trader  reporting,  records 
inspection  authority  and  speculative  position  limit  rules,  we 
believe  that  both  the  Commission  and  the  futures  exchanges  have 
adequate  authority  to  monitor  hedge  fund  activities  in  the 
markets  regulated  by  the  CFTC.   Furthermore,  both  the  CFTC  and 
the  exchanges  have  used  their  authority  on  occasion  to  obtain 


**'    CEA  Section  4a;  CFTC  Rule  1.61;  CFTC  Rules  150.1-150.6 
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specific  information  from  hedge  fund  operators  about  their 
overall  market  positions. 

Other  Protectiona  Against  Market  Disruptions.   The  CFTC  also 
has  statutory  authority  to  take  emergency  action  when  it  finds 
that  there  is  a  threatened  or  actual  manipulation  or  corner  or 
"other  major  market  disturbance  which  prevents  the  market  from 
accurately  reflecting  the  forces  of  supply  and  demand."— ' 

Under  the  CEA  and  CFTC  rules,  futures  exchanges  are  them- 
selves required  to  maintain  market  surveillance  programs  to 
detect  possible  congestion  or  other  market  situations  conducive 
to  price  distortion.   Exchanges  must  take  remedial  actions  to 
address  such  situations,  including  emergency  actions  in  appropri- 
ate cases.   To  support  these  efforts,  each  exchange  maintains  its 
own  large  trader  reporting  system.   In  the  case  of  the  S&P  500 
contract,  for  example,  the  CME  requires  position  reports  for  all 
traders  with  more  than  100  contracts;  the  CFTC's  reporting  level 
is  300  contracts  for  S&P  500  futures. 

Separately,  the  CFTC  and  the  SEC  have  approved  coordinated 
circuit  breaker  rules  pursuant  to  which  trading  in  stock  index 
futures  and  options,  securities  options,  and  securities  will  halt 
when  the  Dow  Jones  Industrial  Average  declines  by  certain  pre-set 
amounts.   These  are  also  intended  to  prevent  disruption  in  the 
wake  of  large  price  changes. 


a/    CEA  §8a(9)  of  the  CEA. 
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The  Futures  Trading  Practices  Act  of  1992  amended  the  CEA  to 
require  all  futures  exchanges  on  which  stock  index  futures 
contracts  or  options  are  traded  to  file  with  the  Board  of  Gover- 
nors of  the  Federal  Reserve  System  ("FRB")  any  rule  establishing 
or  changing  initial  or  maintenance  margin  levels  for  such  con- 
tracts.  The  FRB  was  further  authorized  to  request  or  direct 
exchanges  to  set  stock  index  margin  levels  appropriate  to  pre- 
serve the  financial  integrity  of  the  contract  market  or  its 
clearing  house  or  to  prevent  systemic  risk.   On  March  22,  1993, 
the  FRB  delegated  this  authority  to  the  CFTC. 

Financial  Integrity  of  the  Market.   The  financial  integrity 
protections  of  the  futures  markets  are  designed  to  assure  the 
integrity  of  all  futures  transactions  notwithstanding  potentially 
severe  price  volatility  and  the  degree  of  "leverage"  that  may  be 
involved  in  a  trader's  activities  outside  the  exchange  environ- 
ment.  These  requirements  apply  to  intermediaries  acting  for 
customers  in  regulated  transactions  and  to  the  exchanges  on  which 
the  transactions  are  executed.—'  Credit  risk  is  removed  from 
their  positions  on  futures  markets  by  daily  marking-to-market 
and  payment  of  gains  and  losses  on  all  open  positions.   The 
integrity  of  transactions  effected  on  the  exchange  markets  is 
supported  by  clearing  organizations  which  clear,  settle  and 
guarantee  performance  of  obligations  to  their  clearing  members. 
Futures  clearing  organizations  are  subject  to  CFTC  oversight, 


—    These  requirements  do  not  apply  to  end-users  or  customers, 
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including  review  of  clearing  organization  rules.   Clearing 
organizations  impose  their  own  capital  requirements  for  clearing 
members,  generally  at  significantly  higher  levels  than  minimum 
capital  requirements  established  by  the  CFTC.   The  futures 
exchanges  also  maintain  a  database  that  looks  at  aggregate 
settlement  gains  and  losses  and  margin  surplus  and  deficits  on  a 
cross -market  basis  that  enables  clearing  organizations  to  assess 
risks  at  other  exchanges  to  their  members. 

The  positions  taken  on  an  exchange  are  supported  by  the 
capital  of  the  carrying  firm  and  the  carrying  firm  assesses 
additional  collateral  or  other  requirements  based  on  its  views  of 
the  customer's  ability  to  meet  its  obligations.   The  futures 
margin  system  is  a  key  financial  protection,  under  which  both 
sides  to  a  trade,  the  long  and  the  short,  make  margin  deposits. 
As  noted  above,  the  futures  exchanges,  in  addition  to  requiring 
standing  (original)  margin  for  each  futures  contract,  also  make 
daily  mark-to-market  settlements  that  distribute  all  profits  and 
losses  accrued  each  day.   Most  futures  exchanges,  including  the 
largest  exchanges,  collect  margin  on  an  intra-day  basis  and  all 
exchanges  have  authority  to  do  so  in  volatile  markets.   The 
proportion  of  margin  called  for  and  collected  on  an  intra-day 
basis  is  very  substantial.   The  CME,  for  example,  routinely 
collects  80%  of  the  variation  margin  due  for  that  day's  trading 
on  an  intra-day  basis. 

FCM  minimum  capital  requirements,  financial  reporting 
requirements,  including  early  warning  procedures  for  declines  in 
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firm  capital  and  other  specified  events,  and  customer  funds 
protections  help  to  assure  that  customer  funds  and  property- 
deposited  with  a  broker,  or  accruing  as  a  result  of  transactions 
effected  by  a  broker,  are  secure.   The  Commission  is  in  the 
process  of  reviewing  comments  on  proposed  rules  to  implement 
recently  received  risk  assessment  authority  relating  to  affili- 
ates of  regulated  intermediaries. 

3.   CFTC  Monitoring  of  Hedge  Funds 

How  many  hedge  fund  managers  are  registered  as  commodity 
pool  operators  (CPOs)  with  CFTC?   How  many  hedge  fund  advisors 
are  registered  as  commodity  trading  advisors  (CTAs)  with  the 
CFTC?   Does  the  CFTC  have  adequate  authority  and  resources  to 
monitor  hedge  funds?   Has  the  CFTC  performed  any  studies  of  hedge 
funds?   Is  the  CFTC  currently  monitoring  any  aspect  of  hedge  fund 
operations  or  contemplating  improvements  in  regulations  applica- 
ble to  hedge  funds? 

As  noted  above,  because  there  is  no  specific  regulatory 
definition  of  hedge  funds,  except  for  those  entities  which  have 
described  themselves  as  hedge  fund  in  a  publicly  available 
document,  we  cannot  with  certainty  identify  which  of  the  commod- 
ity pool  operators  registered  with  the  CFTC  or  foreign  fund 
managers  should  be  considered  hedge  fund  operators  or  which  of 
the  commodity  trading  advisors  registered  with  the  CFTC  are  hedge 
fund  advisors.   Currently,  there  are  1287  registered  CPOs  and 
2539  registered  CTAs. 

The  CFTC  believes  that  it  has  adequate  authority  and  re- 
sources to  monitor  the  activities  of  hedge  funds  in  the  United 
States  futures  markets.   The  principal  concern  of  commentators  is 
the  effect  of  large  aggressive  traders  on  the  markets.   As  dis- 


173 


-  30  - 

cussed  in  response  to  Question  2,  the  futures  regulatory  struc- 
ture applies  to  hedge  funds  to  the  extent  that  they  trade  on  the 
futures  exchanges  and  information  about  large  futures  positions 
held  or  controlled  by  such  funds,  as  on  any  other  large  trader, 
is  therefore  available  on  a  daily  basis  if  the  reporting  thresh- 
old is  exceeded.   The  books  and  records  of  large  traders  are  also 
subject  to  inspection.   The  operators  of  such  funds  also  are 
potentially  subject  to  registration  requirements,  including 
fitness  screening,  and,  absent  exemption,  are  required  to  provide 
disclosure  and  periodic  reports  to  their  participants  and  to 
maintain  complete  and  accurate  books  and  records  for  inspection 
by  the  CFTC  or  the  Department  of  Justice. 

Studies.   The  CFTC  has  not  performed  any  formal  studies 
specifically  directed  to  the  operation  of  hedge  funds,  as  our 
monitoring  of  the  futures  markets  has  not  indicated  any  particu- 
lar problems  associated  with  "hedge  funds."—7  On  an  as-needed 


IS/ 


However,  the  CFTC's  Division  of  Economic  Analysis  has  conduct- 
ed a  survey  of  registered  CPOs  which  focused  upon  sixty- five 
large  CPOs,  defined  as  CPOs  with  over  $10  million  in  net 
assets  under  management.  These  CPOs  held  an  aggregate  of  $7.3 
billion  under  management  on  September  30,  1988,  which  repre- 
sented, about  94  percent  of  the  total  net  assets  reported  by 
the  approximately  1,200  CPOs  registered  as  of  that  date.  The 
survey  included  financial  information  for  September  30,  1988, 
and  trading  activities  for  the  period  December  1988  through 
March  1989.  Among  the  survey's  findings  were  that  the 
combined  total  positions  of  all  large  CPOs  in  the  more 
actively  traded  futures  contract  markets  typically  did  not 
exceed  ten  percent  of  total  open  interest  and  that  in  very 
actively  traded  markets  the  percentage  was  much  smaller.  A 
copy  of  this  study  has  been  provided  to  the  Committee. 
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basis,  however,  the  CFTC  has  looked  at  positions  of  specific 
hedge  funds . 

Monitoring  of  Hedge  Funds.   The  CFTC  is  not  currently 
monitoring  hedge  fund  operations  except  in  so  far  as  they  act  as 
large  traders  in  exchange  markets.   Moreover,  a  recent  Commission 
review  of  the  more  prominent  hedge  funds  generally  reveals  that 
these  funds  have  not  contributed  to  volatility  in  CFTC  regulated 
markets.    For  example,  during  periods  in  which  there  were  press 
reports  of  substantial  hedge  fund  activity  in  certain  foreign 
currencies  or  that  hedge  funds  had  bought  large  quantities  of 
gold,  our  large  trader  data  did  not  reveal  substantial  positions 
or  trading  by  hedge  funds  in  the  futures  or  option  markets  for 
these  commodities.   If  the  activity  referred  to  in  the  press 
actually  occurred,  it  was  in  over-the-counter  or  cash  markets, 
not  in  regulated  futures  or  options.  During  February  and  March 
1994,  financial  markets  experienced  considerable  price  volatili- 
ty.  Some  press  reports  blamed  hedge  funds  for  contributing  to 
that  volatility.   We  have  examined  our  large  trader  data  during 
this  period  to  assess  hedge/ commodity  fund  activity—7  in  finan- 
cial futures  markets  and  generally  found  it  not  significant.   A 
few  examples  using  aggregate  position  data  for  a  number  of 


— '  Since  many  of  the  money  managers  who  reportedly  operate  hedge 
funds  also  manage  traditional  commodity  pools,  CFTC  large 
trader  data  do  not  differentiate  between  these  two  activities. 
The  data  discussed  below  are  for  known  (or  "self -declared" ) 
hedge  funds  and  those  commodity  fund  traders  who  also  may 
trade  for  hedge  funds. 
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reportable  hedge/commodity  funds  during  the  past  few  months  will 
illustrate  this  point. 
February  14.  1994 

After  the  weekend  meeting  between  President  Clinton  and 
Prime  Minister  Hosokawa  ended  without  movement  on  a  trade  agree- 
ment, the  U.S.  dollar  plunged  to  a  six-month  low  against  the 
Japanese  Yen  on  Monday  February  14.   Although  the  stock  and  bond 
markets  had  intra-day  sell -off,  they  both  closed  moderately 
higher.   Hedge/commodity  funds,  however,  were  not  active  partici- 
pants in  yen  futures  on  this  day,  none  appearing  among  the  30 
largest  net  traders  that  day.  " 

March  29  -  April  4.  1994 

During  the  period  of  March  29  through  April  1,  1994,  the  prices 
of  U.S.  equity  indexes  and  Treasury  securities  experienced 
substantial  declines.   The  Dow  Jones  Industrial  Average  declined 
by  126.39  points,  or  3.36  percent,  while  the  on- the- run  thirty- 
year  U.S.  Treasury  bond  fell  3  4/32  points,  or  3.44  percent,  as 
its  yield-to-maturity  rose  by  28  basis  points  to  7.25  percent. 
These  price  declines  were  attributed  in  part  to  several  macroeco- 
nomic  reports  that  indicated  that  the  U.S.  economy  was  expanding 
at  a  more  rapid  pace  than  expected,  leading  to  fears  of  a  poten- 
tial increase  in  inflation  and  interest  rates  and  a  contraction 
of  monetary  policy  by  the  Federal  Reserve.   The  economic  reports 
revealed  increases  in  consumer  confidence,  new  single- family  home 
sales,  fourth- quarter  real  GDP,  and  personal  income,  as  well  as  a 
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huge  increase  of  456,000  in  March  non-farm  payroll  employment, 
almost  twice  what  the  markets  had  anticipated.   There  was  also  a 
decrease  in  weekly  initial  state  jobless  claims,  turmoil  regard- 
ing the  North  Korean  nuclear  program,  and  a  general  increase  in 
oil  prices.   Some  commentators  also  blamed  the  large  price 
declines  in  financial  markets  on  hedge  fund  selling. 

In  U.S.  Treasury  bond  futures,  the  most  active  (among  the 
day's  30  largest  net  traders)  hedge/commodity  funds  were  only 
large  net  sellers  on  March  29,  when  5  fund  managers  had  net  sales 
of  about  11,200  contracts  while  2  other  managers  had  net  purchas- 
es of  2,000  contracts.   The  next  day  the  most  active 
hedge/commodity  funds  were  all  net  buyers,  totalling  over  9,700 
contracts.   After  having  modest  activity  on  March  31  and  April  1, 
the  most  active  hedge\ commodity  funds  were  net  buyers  of  7,000 
contracts  and  net  sellers  of  3,100  contracts  on  April  4.   Thus, 
these  funds  were  only  large  net  sellers  on  the  first  of  these 
days  of  large  price  declines  in  the  U.S.  Treasury  bond  markets, 
and  they  were  either  net  buyers  or  insignificant  net  traders  on 
the  other  days.   During  this  period  of  ri3ing  interest  rates, 
hedge/commodity  funds  in  aggregate  continued  what  they  had  been 
doing  in  futures  markets  since  early  February  --  reducing  net 
short  positions  and  increasing  net  long  positions. 

Similarly  in  S&P  500  futures,  in  examining  the  traders  with 
the  30  largest  net  trades  on  each  day  in  this  period, 
hedge/ commodity  funds  were  among  both  the  largest  net  buyers  and 
net  sellers  on  each  day  and  were  net  buyers  over  the  whole 
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period.   Their  largest  net  sales  occurred  on  March  29,  when  5 
funds  had  aggregate  net  sales  of  about  3,150  contracts  while  2 
other  funds  had  net  purchases  of  about  1,050.   On  March  30  the 
most  active  hedge/ commodity  funds  were  overall  net  buyers,  as  6 
funds  were  net  buyers  of  nearly  5,700  contracts  while  one  fund 
was  a  net  seller  of  700  contracts.   On  March  31  and  April  4,  the 
largest  hedge/commodity  funds  were  less  active  and  more  evenly 
balanced  than  on  the  prior  two  days,  being  small  net  buyers  on 
both  days.   All  of  these  net  trades  were  small  relative  to  total 
daily  trading  volume  in  S&P  500  futures.   Thus,  during  this 
period  of  significant  declines  in  equity  indexes,  hedge/commodity 
funds  in  aggregate  continued  to  reduce  their  net  short  positions 
(through  net  purchases)  in  stock  index  futures  and  options  on 
those  futures,  as  they  had  been  since  early  February. 

While  hedge  funds  at  times  carry  large  positions  in  CFTC- 
regulated  futures  or  option  markets,  our  surveillance  experience 
is  that  they  infrequently  carry  large  positions  to  expiration  or 
become  involved  in  making  or  taking  substantial  deliveries  on 
their  futures  contracts.   Rather,  their  positions  tend  to  be 
rolled  forward  prior  to  the  delivery  period  or  are  quietly 
liquidated. 

The  Commission  is  prepared  to  share  and  has  shared  informa- 
tion it  obtains  with  other  relevant  regulators. 
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4.   Systemic  Problems  with  Hedge  Poinds 

Is  the  CFTC  concerned  about  the  impact  hedge  funds  have  on 
the  financial  markets?   Does  the  CFTC  have  any  concerns  about 
hedge  fund  use  of  derivative  products?  What  steps  has  the  CFTC 
taken  to  address  those  concerns?  Does  the  CFTC  contemplate 
taking  any  action  that  would  curb  the  aggressive  trading  strate- 
gies of  hedge  funds? 

The  CFTC  does  not  at  this  time  have  any  unique   concerns 

about  the  market  impact  of  hedge  funds  on  the  futures  markets. 

This  is  largely  because,  as  I  have  noted,  the  existing  futures 

regulatory  structure  is  equipped: 

(1)  to  provide  ongoing  access  to  information  about  large 
trader  activity  in  the  futures  markets,  including 
relevant  cash  market  activity;  and 

(2)  to  provide  protections  for  domestic  investors  in  hedge 
funds  engaged  in  futures  transactions  by  requiring 
registration  of  the  operators  of  such  funds,  appropri- 
ate disclosure  and  reporting  to  participants  in  commod- 
ity pools,  and  maintenance  of  relevant  records  for 
inspection  by  the  CFTC. 

The  Commission,  however,  encourages  market  intermediaries  to 
be  vigilant  in  assessing  risks  to  them  posed  by  their  customer 
base  in  general  and  collective  investment  vehicles  in  particular, 
and  has  explicit  requirements  for  the  supervision  of  accounts. 
With  respect  to  the  potential  impact  of  hedge  funds  upon  the 
financial  markets  as  a  whole  and  the  potential  implications  of 
hedge  fund  trading  strategies,  there  appears  to  be  a  need  for 
further  information  before  any  definite  conclusions  are  reached  . 
To  some  extent,  information  can  be  drawn  from  experience  as  in 
the  case  of  the  losses  experienced  by  Granite  Partners,  L.P.  (a 
securities-only  hedge  fund)  or  from  informal  or  voluntary  discus- 
sions with  known  hedge  fund  operators  concerning  their  activities 
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as  recently  held  by  several  financial  regulators.   Although  the 
CFTC  believes  that  it  has  sufficient  information  concerning  the 
activity  and  positions  of  hedge  funds  which  are  large  traders  to 
address  their  potential  to  disrupt  these  markets,   we  do  not  have 
routine  information  on  the  cash  market  activities  of  these 
traders  and  thus  are  not  in  a  position  to  assess  their  impact  on 
those  markets  or  the  likelihood  of  problems  or  activities  in 
another  market  affecting  their  futures  activities.   The  CFTC's 
October  1993  report,  OTC  Derivatives  Markets  and  Their  Regula- 
tion, singled  out  "the  complex  interconnections  between  OTC 
derivatives  activity  and  other  markets"  for  further  study  and 
stated  that  "a  failure  of  a  counterparty  with  large  exposures  in 
the  OTC  market  could  affect  the  futures  markets."—''  Conse- 
quently, although  the  CFTC  believes  that  the  futures  regulatory 
structure  is  sufficient  to  address  the  futures  activities  of 
hedge  funds,  we  recognize  that  other  forms  of  hedge  fund  activi- 
ty, particularly  in  unregulated  OTC  transactions,  have  the 
potential  for  creating  "spillover"  effects  upon  regulated  mar- 
kets. 

The  CFTC  believes  that  the  intermarket  and  systemic  implica- 
tions of  hedge  fund  activities  are  best  addressed  through  the 
coordinated  action  of  the  relevant  federal  financial  regulators 
acting  through  the  President's  Working  Group  on  Financial  Markets 


— '  Report  of  the  Commodity  Futures  Trading  Commission,  OTC 
Derivatives  Markets  and  Their  Regulation  (October  1993)  at 
121. 


180 


37  - 


and  the  Interagency  Task  Force  on  Bank -Related  Derivatives 
Issues,   which  are  already  actively  considering  a  number  of  OTC 
derivative  and  other  intermarket  issues.   Certainly,  in  light  of 
its  particular  expertise  regarding  issues  relating  to  derivatives 
trading,  we  believe  that  the  CFTC  can  contribute  significantly  to 
that  effort.   The  Commission,  subject  to  appropriate  confidenti- 
ality restrictions,  is  willing  to  share  its  data  in  such  efforts. 
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TABLE  SUMMARY 


Table  1  —  "Private  Collective  Investment  Vehicles  Filed  Pursuant 
to  Section  4.12(b)"  —  includes  entities  managing  $4,195  Billion 
of  which  $458  Million  is  managed  by  self  reported  hedge  funds. 

Table  2  —  "Private  Collective  Investment  Vehicles  Filed  Pursuant 
to  Section  4.7"  —  includes  entities  managing  $6,248  Billion  of 
which  $76  Million  is  managed  by  self  reported  hedge  funds. 

Table  3  —  "Pre-4. 12(b)  and  Self  Reported  Hedge  Funds  that  are  not 
!  4.7  or  4.12(b)  and  Have  Made  Filings  with  the  CFTC"   —   includes 
entities  managing  $27,537  Billion  of  which  $21,022  Billion  is 
managed  by  self  reported  hedge  funds. 

Table  4  —  "Other  Self  Reported  Hedge  Funds"  —  includes 
entities  managing  $9,986  Billion  all  of  which  is  managed  by  self 
reported  hedge  funds. 

Total  of  all  self  reported  hedge  funds  money  under  management 
,,$31,542  Billion. 

Total  of  all  tables  money  under  management  $47,967  Billion. 


Number  of  large  traders: 


Table  1  —  37 

Table  2  —  108 

Table  3  —  32 

Table  4  —  12 

Total  —  189 
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Testimony  of  George  Soros 
United  States  House  of  Representatives  Committee  on 
Banking,  Finance  and  Urban  Affairs 
April  13,  1994 

I  welcome  this  opportunity  to  testify  before  your 
distinguished  committee.  I  believe  that  your  committee  is  right  to 
be  concerned  about  the  stability  of  financial  markets  because 
financial  markets  have  the  potential  to  become  unstable  and  require 
constant  and  diligent  supervision  to  prevent  serious  dislocations. 
Recent  price  volatility,  particularly  in  the  market  for  interest 
rate  instruments,  suggests  that  it  is  appropriate  to  take  a  close 
look  at  the  way  markets  operate . 

A  Different  View  of  Markets 

I  must  state  at  the  outset  that  I  am  in  fundamental 
disagreement  with  the  prevailing  wisdom.  The  generally  accepted 
theory  is  that  financial  markets  tend  towards  equilibrium,  and  on 
the  whole,  discount  the  future  correctly.  I  operate  using  a 
different  theory,  according  to  which  financial  markets  cannot 
possibly  discount  the  future  correctly  because  they  do  not  merely 
discount  the  future;  they  help  to  shape  it.  In  certain 
circumstances,  financial  markets  can  affect  the  so-called 
fundamentals  which  they  are  supposed  to  reflect.  When  that 
happens,  markets  enter  into  a  state  of  dynamic  disequilibrium  and 
behave  quite  differently  from  what  would  be  considered  normal  by 
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the  theory  of  efficient  markets.  Such  boom/bust  sequences  do  not 
arise  very  often,  but  when  they  do,  they  can  be  very  disruptive, 
exactly  because  they  affect  the  fundamentals  of  the  economy. 

The  time  is  not  sufficient  to  elaborate  on  my  theory.  I  have 
done  so  in  my  book,  The  Alchemy  of  Finance.  The  only  theoretical 
point  I  want  to  make  here  is  that  a  boom/bust  sequence  can  develop 
only  if  the  market  is  dominated  by  trend- following  behavior.  By 
trend- following  behavior,  I  mean  people  buying  in  response  to  a 
rise  in  prices  and  selling  in  response  to  a  fall  in  prices  in  a 
self -reinforcing  manner.  Lopsided  trend- following  behavior  is 
necessary  to  produce  a  violent  market  crash,  but  it  is  not 
sufficient  to  bring  it  about. 

The  key  question  you  need  to  ask  then  is,  what  generates 
trend- following  behavior?  Hedge  funds  may  be  a  factor  and  you  are 
justified  in  taking  a  look  at  them,  although,  as  far  as  my  hedge 
funds  are  concerned,  you  are  looking  in  the  wrong  place.  There  are 
at  least  two  other  factors  which  I  consider  much  more  relevant  and 
deserving  of  closer  scrutiny.  One  is  the  role  of  institutional 
investors  in  general  and  mutual  funds  in  particular;  the  second  is 
the  role  of  derivative  instruments. 

Institutional  Investors 

The  trouble  with  institutional  investors  is  that  their 
performance  is  usually  measured  relative  to  their  peer  group  and 
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not  by  an  absolute  yardstick.  This  makes  them  trend  followers  by 
definition.  In  the  case  of  mutual  funds,  this  tendency  is 
reinforced  by  the  fact  that  they  are  open-ended.  When  money  is 
pouring  in,  they  tend  to  maintain  less-than-normal  cash  balances 
because  they  anticipate  further  inflows;  when  money  is  pouring  out, 
they  need  to  raise  cash  to  take  care  of  redemptions.  There  is 
nothing  new  about  this,  but  mutual  funds  have  grown  tremendously, 
even  more  than  hedge  funds,  and  they  have  many  new  and 
inexperienced  shareholders  who  have  never  invested  in  the  stock 
market  before. 

Derivatives 

The  trouble  with  derivative  instruments  is  that  those  who 
issue  them  usually  protect  themselves  against  losses  by  engaging  in 
so-called  delta  or  dynamic  hedging.  Dynamic  hedging  means,  in 
effect,  that  if  the  market  moves  against  the  issuer,  the  issuer  is 
forced  to  move  in  the  same  direction  as  the  market,  and  thereby 
amplify  the  initial  price  disturbance.  As  long  as  price  changes 
are  continuous,  no  great  harm  is  done,  except  perhaps  higher 
volatility  which  in  turn  increases  the  demand  for  derivative 
instruments.  But  if  there  is  an  overwhelming  amount  of  dynamic 
hedging  to  be  done  in  the  same  direction,  price  movements  may 
become  discontinuous.  This  raises  the  specter  of  financial 
dislocations.  Those  who  need  to  engage  in  dynamic  hedging,  but 
cannot  execute  their  orders,  may  suffer  catastrophic  losses. 
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That  is  what  happened  in  the  stock  market  crash  of  1987.  The 

i 
main  culprit  was  the  excessive  use  of  portfolio  insurance  and 

portfolio  insurance  was  nothing  but  a  method  of  dynamic  hedging. 

The  authorities  have  since  introduced  regulations,   so-called 

circuit  breakers,  which  render  portfolio  insurance  impractical,  but 

other  instruments  which  rely  on  dynamic  hedging  have  mushroomed. 

They  play  a  much  bigger  role  in  the  interest  rate  markets  than  in 

t 
the  stock  market  and  those  are  the  markets  which  have  been  most 

i 
turbulent  in  recent  weeks . 

i 
Dynamic  hedging  has  the  effect  of  transferring  risk  from 

customers  to  the  market  makers  and  when  market  makers  all  want  to  j 

delta  hedge  in  the  same  direction  at  the  same  time,  there  are  no 

takers  on  the  other  side  and  the  market  breaks  down. 

* 
The  explosive  growth  in  derivative  instruments  holds  other 

i 

dangers.  There  are  so  many  of  them,  and  some  of  them  are  so 
esoteric,  that  the  risks  involved  may  not  be  properly  understood 
even  by  the  most  sophisticated  of  investors.  Some  of  the  these 
instruments  appear  to  be  specifically  designed  to  enable 
institutional  investors  to  take  gambles  which  they  would  otherwise 
not  be  permitted  to  take.  For  example,  some  bond  funds  have 
invested  in  synthetic  bond  issues  which  carry  a  10  or  20 -fold 
multiple  of  the  normal  risk  within  defined  limits.  And  some  other 
instruments  offer  exceptional  returns  because  they  carry  the  seeds 
of  a  total  wipeout.   It  was  instruments  of  this  sort  which  forced 
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the  liquidation  of  a  $600  million  fund  specializing  in  the  so- 
called  "toxic  waste"  or  residue  of  Collateralized  Mortgage 
Obligations  that  generated  a  selling  climax  in  the  U.S.  bond  market 
on  April  4th. 

The  issuers  of  many  of  these  derivative  instruments  are 
commercial  and  investment  banks.  In  the  case  of  a  meltdown,  the 
regulatory  authorities  may  find  themselves  obliged  to  step  in  to 
preserve  the  integrity  of  the  system.  It  is  in  that  light  that  the 
authorities  have  both  a  right  and  an  obligation  to  supervise  and 
regulate  derivative  instruments. 

Generally,  hedge  funds  do  not  act  as  issuers  or  writers  of 
derivative  instruments.  They  are  more  likely  to  be  customers. 
Therefore,  they  constitute  less  of  a  risk  to  the  system  than  the 
dynamic  hedgers  at  the  derivatives  desks  of  financial 
intermediaries .  Please  do  not  confuse  dynamic  hedging  with  hedge 
funds.  They  have  nothing  in  common  except  the  word  "hedge". 
What  are  Hedge  Funds? 

I  am  not  here  to  offer  a  blanket  defense  for  hedge- funds. 
Nowadays,  the  term  is  applied  so  indiscriminately  that  it  covers  a 
wide  range  of  activities.  The  only  thing  they  have  in  common  is 
that  the  managers  are  compensated  on  the  basis  of  performance  and 
not  as  a  fixed  percentage  of  assets  under  management. 


Our  type  of  hedge- fund  invests  in  a  wide  range  of  securities 
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and  diversifies  its  risks  by  hedging,  leveraging  and  operating  in  | 

i 

many  different  markets.  It  acts  more  like  a  sophisticated  private 

I 
investor  than  an  institution  handling  other  people's  money.  Since  | 

it  is  rewarded  on  absolute  performance,  it  provides  a  healthy  , 

antidote   to   the   trend- following  behavior   of   institutional 

investors . 


But  the  fee  structure  of  hedge  funds  is  not  perfect.  Usually 

i 
there  is  an  asymmetry  between  the  upside  and  the  downside.   The 

managers  take  a  share  of  the  profits,  but  not  of  the  losses;  the 

losses  are  usually  carried  forward.  As  a  manager  slips  into  minus 

territory,  he  has  a  financial  inducement  to  increase  the  risk  to 

get  back  into  positive  fee  territory  rather  than  to  retrench  as  he  I 

ought  to.  This  feature  was  the  undoing  of  the  hedge-fund  industry  , 

in  the  late  1960s  just  as  I  entered  the  business. 

I 

The  Quantum  Group  of  Funds 

I  am  proud  to  say  that  the  Quantum  Group  of  Funds  with  which 
I  am  associated  is  exempt  from  this  weakness  because  the  managers 
have  a  substantial  ownership  interest  in  the  funds  they  manage. 

That  is  a  key  point. Our  ownership  is  a  direct  and  powerful 

incentive  to  practice  sound  money  management.  At  Soros  Fund 
Management,  we  have  an  operating  history  stretching  over  25  years 
during  which  there  was  not  a  single  occasion  when  we  could  not  meet 
a  margin  call.  We  use  options  and  more  exotic  derivatives 
sparingly.   Our  activities  are  trend  bucking  rather  than  trend 
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following.  We  try  to  catch  new  trends  early  and  in  later  stages  we 
try  to  catch  trend  reversals.  Therefore,  we  tend  to  stabilize 
rather  than  destabilize  the  market.  We  are  not  doing  this  as 
public  service.   It  is  our  style  of  making  money. 

So  I  must  reject  any  assertion  or  implication  that  our 
activities  are  harmful  or  destabilizing.  That  leaves,  however,  one 
other  area  of  concern:  we  do  use  borrowed  money  and  we  could  cause 
trouble  if  we  failed  to  meet  a  margin  call.  In  our  case,  the  risk 
is  remote,  but  I  cannot  speak  for  all  hedge  funds. 

It  has  been  our  experience  at  Soros  Fund  Management  that  banks 
and  securities  firms  exercise  great  care  in  establishing  and 
monitoring  our  activities.  As  we  mark  our  portfolios  to  market 
daily,  and  communicate  with  them  regularly  they  can  easily  monitor 
their  credit  exposure.  I  believe  that  it  is  a  sound  and  profitable 
business  for  them  and  a  far  sight  simpler  to  monitor  than  most  of 
their  other  activities. 

Supervision  and  Regulation 

Nevertheless,  this  is  an  area  that  the  regulatory  authorities 
need  to  supervise  and,  if  necessary,  regulate.  If  regulations  are 
to  be  introduced,  they  ought  to  apply  to  all  market  participants 
equally.   It  would  be  wrong  to  single  out  hedge  funds. 

And  if  it  comes  to  regulations,  beware  of  the  unintended 
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consequences!  For  instance,  it  may  seem  advisable  to  introduce 
margin  regulations  on  currency  or  bond  transactions,  but  it  may 
drive  market  participants  to  the  use  of  options  or  other 
derivatives  which  may  be  more  destabilizing.  One  of  the  driving 
forces  behind  the  development  of  derivatives  was  to  escape 
regulations. 

I  should  like  to  draw  a  distinction  between  supervision  and 
regulation.  I  am  for  maximum  supervision  and  minimum  regulation. 
I  should  also  like  to  draw  a  distinction  between  information 
gathering  and  disclosure.  I  think  the  authorities  need  a  lot  more 
information  than  the  general  public.  In  fact,  information  we  are 
legally  obliged  to  disclose  has,  on  occasion,  caused  unwarranted 
price  movements. 

Concluding  Remarks 

Let  me  conclude  by  saying  that  this  is  a  propitious  moment  to 
assess  the  new  risks  created  by  new  instruments  and  other  new 
developments  because  financial  markets  have  suffered  a  serious 
enough  correction  that  an  inquiry  is  unlikely  to  precipitate  the 
kind  of  dislocation  which  it  ought  to  prevent. 

I  should  like  to  emphasize  that  I  see  no  imminent  danger  of  a 
market  crash  or  meltdown.  We  have  just  punctured  a  bit  of  a  bubble 
that  has  developed  in  asset  prices.  As  a  result,  market  conditions 
are  much  healthier  now  than  they  were  at  the  end  of  last  year  and 
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I  do  not  think  that  investors  should  be  unduly  fearful  at  this 
time. 

This  concludes  my  general  remarks.  I  have  answered  your 
questions  in  writing  and  shall  endeavor  to  answer  any  specific 
questions  you  may  have  now.  Thank  you  Mr.  Chairman  and  members  of 
the  Committee  for  providing  me  this  opportunity  to  share  my 
perspective  with  you. 
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WRITTEN  RESPONSES  OF  GEORGE  SOROS  TO  THE  QUESTIONS  PRESENTED  IN 
THE  LETTER  DATED  MARCH  28,  1994  FROM  REPRESENTATIVE  HENRY  B. 
GONZALEZ,  CHAIRMAN  OF  THE  COMMITTEE  ON  BANKING,  FINANCE  AND 
URBAN  AFFAIRS  OF  THE  U.S.  HOUSE  OF  REPRESENTATIVES  (THE 
"COMMITTEE"),  INVITING  MR.  SOROS  TO  TESTIFY  BEFORE  THE  COMMITTEE 
AT  A  HEARING  ON  APRIL  13,  1994 


I.  General  Hedge  Fund  Operations 


1.         What  is  a  hedge  fund  and  bow  is  a  hedge  fund  regulated? 

The  term  "hedge  fund"  originally  referred  to  a  securities  investment  fund  that  sought  to 
protect  its  portfolio  from  the  risk  of  a  decline  in  stock  market  prices  through  the  use  of 
various  "hedging"  techniques,  such  as  short  sales.  The  term  "hedge  fund"  now  is  used  more 
generically  to  refer  to  a  collective  investment  vehicle  (a  "fund")  that  is  primarily  engaged  in 
investing  or  trading  in  publicly-traded  securities,  that  compensates  its  manager  on  the  basis  of 
the  fund's  performance,  and  that  is  not  required  to  register  with  the  Securities  Exchange 
Commission  (the  "SEC")  as  an  "investment  company"  under  the  Investment  Company  Act  of 
1940  (the  "1940  Act").  In  order  to  be  excused  from  the  obligation  to  register  under  the  1940 
Act,  hedge  funds  are  generally  structured  as  either  (a)  U.S.  limited  partnerships  that  have  99 
or  fewer  limited  partners  or  (b)  partnerships,  trusts  or  corporations  formed  under  the  laws  of 
a  non-U. S.  jurisdiction  and  which  do  not  offer  their  securities  to  the  U.S.  public. 

In  addition  to  the  prohibition  against  widespread  offering  of  their  securities  in  the  U.S., 
hedge  funds  are  subject  to  "anti-pyramiding"  rules  under  the  1940  Act.  These  rules  generally 
prohibit  hedge  funds  from  making  significant  investments  in  investment  companies  registered 
under  the  1940  Act. 

Hedge  funds  trading  and  investing  in  the  United  States  are  subject  to  a  number  of  regulatory 
and  disclosure  regimes  that  also  apply  to  other  major  market  participants.  A  brief  summary 
of  the  major  regulatory  regimes  that  apply  to  various  kinds  of  trading  activity  is  as  follows: 

Equities: 

A  hedge  fund  that  owns  more  than  S  percent  of  any  class  of  voting  securities  of  a 
U.S.  public  company  must  make  the  disclosure  required  under  Section  13(d)  of  the 
Securities  Exchange  Act  of  1934  (the  "1934  Act").  Such  disclosure  is  made  on  what 
is  known  as  "Schedule  13D". 

A  hedge  fund  that  owns  more  than  10  percent  of  any  class  of  equity  securities  of  a 
U.S.  public  company  must  make  the  disclosure  required  under  Section  16(a)  of  1934 
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Act.  Such  disclosure  is  made  on  what  is  known  as  "Form  3"  and  "Form  4".  A  hedge 
fund  that  is  such  a  10  percent  beneficial  owner  generally  is  prohibited  from  retaining 
any  "short  swing"  profits  from  the  purchase  and  sale  of  any  equity  securities  of  the 
issuer  during  a  six-month  period,  and  is  also  generally  prohibited  from  effecting 
"short  sales"  of  such  securities. 

The  various  technical  trading  restrictions  affecting  short  sales  under  Sections  10(a) 
and  10(d)  of  the  1934  Act  must  be  observed  by  hedge  funds. 

In  certain  circumstances,  an  investment  over  a  certain  size  made  by  a  hedge  fund  will 
be  subject  to  disclosure  to,  and  review  by,  the  Antitrust  Division  of  the  Department  of 
Justice  or  the  Federal  Trade  Commission  under  the  premerger  notification  provisions 
of  the  Hart  Scott  Rodino  Antitrust  Improvements  Act. 

Most  hedge  funds  are  subject  to  the  margin  regulations,  which  generally  restrict  the 
amount  of  credit  that  may  be  obtained  from  brokers,  banks  and  other  lenders  to 
purchase  or  carry  securities  that  are  publicly  traded  in  the  United  States. 

There  are  certain  other  regulatory  regimes  that  can  apply  to  the  investment  activities 
of  hedge  funds  that  are  organized  in  non-U. S.  jurisdictions  because  they  are  non-U. S. 
investors  (e.g.,  investments  in  certain  regulated  industries  like  banking  or  national 
defense  industries).  Under  certain  circumstances,  direct  investments  by  hedge  funds 
must  be  reported  to  the  Department  of  Commerce  on  Form  BE-13,  pursuant  to  the 
International  Investment  and  Trade  in  Services  Survey  Act. 

Pursuant  to  authority  given  to  it  under  the  Market  Reform  Act  of  1990,  the  SEC  has 
proposed  large  trader  reporting  for  U.S.  equity  securities.  The  final  rules  have  not  yet 
been  adopted  and  their  impact  on  hedge  funds  is  thus  unclear. 

The  investment  adviser  to  a  hedge  fund  must  make  a  quarterly  disclosure  of  almost  all 
U.S.  equity  positions  in  accounts  it  manages  if  the  aggregate  value  of  such  equity 
positions  is  $100  million  or  more. 

Many  hedge  fund  managers  are  registered  with  the  SEC  as  investment  advisers  under 
the  Investment  Advisers  Act  of  1940.  Such  managers  are  subject  to  a  variety  of 
reporting,  disclosure  and  substantive  requirements. 
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Treasury  Securities: 

Rules  adopted  by  the  Department  of  the  Treasury  govern  the  activities  of  hedge  funds 
and  hedge  fund  managers  participating  in  auctions  for  U.S.  Treasury  bills,  notes  and 
bonds.  Among  other  provisions,  these  rules  require  that  the  bids  made  by  a  hedge 
fund  in  an  auction  for  a  security  and  its  current  "net  long"  position  in  that  security 
must  be  reported  to  the  relevant  Federal  Reserve  Bank  by  the  dealer  or  depository 
institution  placing  the  bid.   Pursuant  to  these  same  rules,  a  hedge  fund  awarded  $500 
million  or  more  in  an  auction  must  confirm  its  bid  and  award  and  its  net  long  position 
to  the  relevant  Federal  Reserve  Bank. 

In  addition,  pursuant  to  the  Government  Securities  Reform  Act  of  1993,  the 
Department  of  the  Treasury  is  authorized  to  prescribe  recordkeeping  and  reporting 
requirements  for  persons  who  hold  or  control  large  positions  in  when-issued  or 
recently-issued  Treasury  securities.  To  date,  the  Department  of  the  Treasury  has  not 
enacted  such  requirements. 

Foreign  Exchange: 

Pursuant  to  recently  adopted  regulations,  a  hedge  fund  or  a  hedge  fund  manager  that 
has  foreign  currency  positions  above  certain  thresholds  must  report  these  positions  to 
the  Department  of  the  Treasury  and  the  relevant  Federal  Reserve  Bank.  Depending 
upon  the  size  of  the  positions,  a  hedge  fund  must  report  weekly  (on  Form  FC-1), 
monthly  (on  Form  FC-2)  or  quarterly  (on  Form  FC-3).  Such  reports  require 
disclosure  of  exposure  to  each  of  several  major  foreign  currencies  broken  down 
among:  long  and  short  positions  in  foreign  exchange  contracts  (forward,  spot  and 
swap  contracts),  long  and  short  positions  in  exchange-traded  futures  contracts  for 
foreign  exchange,  non-capital  assets  and  liabilities  and  cross-currency  interest  rates 
swaps. 

Futures: 

A  hedge  fund  or  hedge  fund  manger  trading  futures  contracts  on  U.S.  futures 
exchanges  must  comply  with  the  Commodity  Exchange  Act  and  certain  regulations 
adopted  thereunder  by  the  Commodity  Futures  Trading  Commission  (the  "CFTC"). 
Among  other  things,  a  hedge  fund  or  hedge  fund  manager  must  comply  with 
maximum  position  limits  adopted  by  futures  exchanges  in  relation  to  specific  futures 
contracts. 

A  hedge  fund  manager  who  holds  or  controls  positions  in  futures  contracts  over 
certain  thresholds  must  file  a  CFTC  Statement  of  Reporting  Trader  (also  known  as  a 
"Large  Trader  Report"). 
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Unless  exempt  from  such  registration,  the  manager  or  sponsor  of  a  hedge  fund  that 
trades  exchange-traded  futures  contracts  is  required  to  register  with  the  CFTC  as  a 
Commodity  Pool  Operator,  and  the  investment  adviser  of  a  hedge  fund  that  trades 
exchange-traded  futures  contracts  in  the  U.S.  or  abroad  is  required  to  register  with 
the  CFTC  as  a  Commodity  Trading  Advisor. 

Hedge  funds  trading  and  investing  in  non-U. S.  jurisdictions  must,  of  course,  comply  with 
any  applicable  regulatory  or  disclosure  regimes  in  those  jurisdictions. 

2.  Have  the  bank  regulatory  agencies  asked  for  any  information  from  your  fund?  If  yes, 
have  you  cooperated? 

Yes,  the  Department  of  the  Treasury  and  the  Federal  Reserve  system,  in  the  regular 
course  of  their  activities,  request  and  receive  information  from  Soros  Fund 
Management.    Among  other  things,  Soros  Fund  Management  engages  in  informal 
exchanges  of  views  regarding  financial  markets  and  monetary  trends  with  employees 
of  the  Federal  Reserve  system.    Soros  Fund  Management  has  cooperated,  and  will 
continue  to  cooperate,  with  such  requests  for  information  and/or  discussion.    We  also 
provide  the  information  required  to  be  provided  pursuant  to  various  laws  and 
regulations,  as  is  described  in  the  response  to  Question  1  above  under  the  captions 
Foreign  Exchange  and  Treasury  Securities. 

3.  Please  provide  a  summary  of  the  types  of  services  that  financial  institutions  provide  to 
your  hedge  fund?  What  kind  of  financial  instruments  do  hedge  funds  purchase  from 
banks? 

A  summary  of  the  types  of  services  that  various  financial  institutions  provide  to  hedge  funds 
is  as  follows: 

Commercial  Banks:  Commercial  banks  provide  financing  faculties  for  foreign 
exchange  trading  activities,  provide  secured  lending  facilities  (including  syndicated 
faculties)  for  purchases  of  debt  securities  (including  through  repurchase  agreements) 
and  equity  securities,  provide  financing  for  specific  investment  projects  or  trading 
programs,  and  may  provide  global  custodian  services  for  safekeeping  of  assets. 
Commercial  banks  also  act  as  counter-parties  in  derivative  and  synthetic  derivative 
transactions.  (As  mentioned  below,  the  funds  advised  by  Soros  Fund  Management  do 
not  engage  in  a  large  volume  of  transactions  in  "exotic"  derivatives.)  They  also 
process  payments  to  and  from  investors  in  hedge  funds  (subscriptions,  redemptions, 
and  distributions)  and  third  party  payments  (such  as  legal  and  audit  fees). 

Broker  Dealers:  Broker  dealers  provide  brokerage,  execution  and  research  services  to 
hedge  funds.  They  may  also  extend  margin  credit  for  purchasing  or  carrying 
securities,  and  they  may  lend  securities  to  hedge  fund  customers  for  short  sales. 
Certain  broker  dealers  may  act  as  so-called  "prime  brokers"  for  hedge  funds  (which 
essentially  involves  consolidated  handling  of  custody,  payments  and  financing 
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arrangements  on  behalf  of  the  hedge  fund  with  other  brokers  that  execute  orders  for 
the  hedge  fund). 

Investment  Banks:  Investment  banks  provide  traditional  investment  banking  advice  and 
underwriting  services.  They  may  also  extend  credit  for  purchasing  or  carrying  foreign 
exchange  or  equity  or  debt  securities  (including  through  repurchase  agreements). 
Certain  investment  banks  may  also  act  as  counter-parties  in  derivative  and  synthetic 
derivative  transactions. 

Hedge  funds  have  historically  purchased  from  banks  forward  contracts  in  various  currencies 
and  have  obtained  from  banks  financing  to  enable  them  to  purchase  exchange-traded  futures 
contracts  relating  to  currencies  and  stock  market  indices.  In  recent  years,  hedge  funds  have 
been  able  to  purchase  from  banks  a  wide  variety  of  so-called  "exotic"  derivative  instruments 
related  to  interest  rate  risk,  foreign  currency  exposure  and  other  risks  (e.g.,  swaps  of  various 
kinds,  including  interest  rate  swaps;  straddles;  cap,  collar  and  floor  transactions;  and  options 
based  on  baskets  of  equities). 

The  funds  managed  by  Soros  Fund  Management  trade  forward  contracts  and  futures 
contracts,  but  do  not  rely  heavily  on  transactions  in  the  "exotic"  derivatives. 

4.         What  securities  laws  provisions,  if  any,  should  hedge  funds  be  exempt  from?  How 
would  increased  disclosure  of  hedge  fund  activities  affect  your  fund? 

To  answer  the  second  part  of  the  question  first:  I  strongly  agree  that  regulators  should 
gather  sufficient  data  to  be  able  to  supervise  markets.    However,  I  suggest  that  such 
disclosure  to  the  regulators  should  not  be  made  public.   Increased  public  disclosure  of 
hedge  fund  activities  and  investment  positions  would  obviously  give  other  market 
participants  information  regarding  such  positions.  Depending  upon  how  current  the 
required  disclosure  is,  such  disclosure  could  have  a  tendency  to  encourage  "trend- 
following"  investment.  This  could  lead  to  greater  market  volatility. 

In  response  to  the  first  part  of  the  question:  Broadly  speaking,  the  securities  laws 
affect  hedge  funds  and  their  managers  in  two  realms  of  activities:  in  their  portfolio 
investment  and  trading,  and  in  their  relations  with  their  investors.  This  simply  reflects 
a  broad  division  of  the  securities  laws  into  rules  that  are  intended  to  promote  the 
integrity  of  our  markets  as  a  whole,  and  rules  that  are  targeted  at  protecting 
unsophisticated  investors  in  public  offerings  by  specific  issuers  of  securities. 

As  described  above  in  response  to  Question  1 ,  in  the  realm  of  portfolio  investment 
and  trading,  hedge  funds  are  already  subject  to  many  of  the  same  requirements  that 
apply  to  other  major  market  participants  (including,  but  not  limited  to,  the  disclosure 
requirements  of  the  Federal  securities  laws).  This  is  appropriate,  and  I  do  not 
advocate  any  special  exemptions  from  existing  requirements  for  hedge  funds. 
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However,  in  the  realm  of  relations  with  their  own  investors,  I  do  support  the 
recommendation  of  the  SEC  Staff  to  supplement  the  numerical  limit  on  participation 
of  U.S.  persons  in  hedge  funds  with  a  new  test  based  on  investor  sophistication.  In 
this  way,  more  U.S.  persons  having  an  appropriate  level  of  sophistication  could 
participate  in  hedge  funds.  This,  in  turn,  may  generate  more  taxable  income  for  U.S. 
taxpayers  and,  consequently,  more  revenue  for  the  U.S.  Treasury. 

Would  bank  reporting  of  hedge  fund  exposure  inhibit  hedge  fund  operations?  Please 
explain. 

Reporting  by  banks  of  their  exposure  to  hedge  funds  in  foreign  exchange,  derivatives 
transactions  or  other  transactions  would  not  by  itself  inhibit  hedge  fund  activity. 
However,  substantive  limitations  on  bank  exposure  to  the  foreign  exchange  or 
derivatives  transactions  of  hedge  funds  could  unnecessarily  curtail  certain  investment 
and  trading  activity. 

As  a  general  matter,  I  suggest  that  any  U.S.  regulations  regarding  the  nature  of  hedge 
fund  activities  or  the  disclosure  of  such  activities  must  be  coordinated  with  the 
regulatory  authorities  in  other  nations  in  order  to  be  effective.   Unilateral  action  by 
U.S.  regulators  may  cause  hedge  funds  to  re-locate  outside  the  United  States  and/or 
shift  some  of  their  trading  and  investment  activities  outside  of  the  United  States. 

Please  provide  your  thoughts  on  placing  a  nominal  tax  on  each  derivative  product 
transaction? 

Imposing  a  tax  on  transactions  in  derivatives  would  probably  have  the  effect  of 
causing  market  participants  to  seek  out  new  products,  instruments  and  transactions 
that  would  achieve  the  same  economic  effect  as  a  taxed  derivative  transaction  without 
incurring  the  tax  (e.g.,  off-balance  sheet  transactions).    Such  new  transactions  and 
instruments  presumably  would  be  beyond  the  current  jurisdiction  of  regulators.    I 
believe  such  a  result  is  undesirable.    In  general,  transactions  in  derivatives  should  take 
place  in  markets  that  are  subject  to  regulation. 
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Foreign  Exchange 


1.  What  role  do  hedge  funds  play  in  the  foreign  exchange  markets? 

The  role  of  hedge  funds  in  the  foreign  exchange  markets  is  greatly  exaggerated.    A 
recent  study'  estimates  that  the  net  turnover  in  the  foreign  exchange  market  (i.e., 
spot  foreign  exchange,  forward  contracts,  futures  contracts,  swaps  and  options 
contracts)  in  the  United  States  is  approximately  $192  billion  per  day.   The  figure  for 
the  market  in  the  United  Kingdom  is  approximately  $300  billion  per  day.    The  global 
net  turnover  of  the  nine  largest  foreign  exchange  markets  is  estimated  to  be 
approximately  $946  billion  per  day.    On  an  average  trading  day  in  foreign  exchange, 
our  funds  might  engage  in  foreign  exchange  transactions  having  a  total  value  of 
around  $500  million.   While  this  number  is  admittedly  large  in  absolute  terms,  in 
relative  terms  it  is  not:  it  would  represent  only  about  1/1, 800th  of  the  daily  global 
trading  volume.   We  believe  that  funds  managed  by  Soros  Fund  Management 
constitute  approximately  15  percent  of  the  money  invested  in  hedge  funds.   If  this  is 
true  and  if  other  hedge  funds  traded  currencies  to  the  same  extent  we  do  (which  they 
do  not),  then  all  hedge  funds  in  the  aggregate  control  at  most  l/180th  (or  .005)  of  the 
daily  global  trading  volume  in  the  foreign  exchange  markets. 

2.  What  role  do  derivative  products  play  in  the  foreign  exchange  market?  How  has  the 
role  of  derivative  products  changed  and  do  you  foresee  future  changes  in  the  use  of 
derivatives? 

Derivative  products  in  the  foreign  exchange  markets  traditionally  consisted  largely  of 
forward  contracts  for  currencies  and  exchange-traded  futures  contracts  for  currencies. 
In  recent  years,  hedge  funds  have  been  able  to  purchase  from  banks  a  wide  variety  of 
so-called  "exotic"  derivative  instruments  related  to  interest  rate  risk,  foreign  currency 
exposure  and  other  risks  (e.g.,  swaps  of  various  kinds,  including  interest  rate  swaps; 
straddles;  cap,  collar  and  floor  transactions;  and  options  based  on  baskets  of  equities). 
Generally,  such  derivative  products  provide  market  participants  with  an  alternative 
method  (as  opposed  to  actual  purchases  of  currencies)  of  investing  in  support  of  their 
market  views. 


'Central  Bank  Survey  of  Foreign  Exchange  Market  Activity  in  April  1992.  Bank  of 
International  Settlements  (March,  1993),  Table  IV,  p.  14. 
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The  use  of  "exotic"  derivatives  in  the  foreign  exchange  markets  has  grown. 
However,  I  believe  that  the  more  traditional  markets  for  foreign  exchange,  consisting 
of  spot,  forward  contracts  and  futures  contracts,  are  efficient.   The  funds  advised  by 
Soros  Fund  Management  do  not  rely  heavily  on  the  more  "exotic"  derivatives  in  the 
foreign  exchange  markets  (or  in  general).    Given  the  efficiency  of  the  more  traditional 
markets,  I  do  not  foresee  significant  increases  in  the  use  of  "exotic"  foreign  exchange 
derivatives.    However,  I  do  believe  that  the  onus  should  be  on  brokers  and  other 
financial  intermediaries  to  explain  the  risks  of  these  derivatives  to  their  clients,  even 
sophisticated  ones. 

3.  Is  government  intervention  in  the  foreign  exchange  markets  effective?  Should 
governments  be  engaged  in  foreign  exchange  market  intervention? 

On  the  whole,  government  intervention  in  the  foreign  exchange  markets  has  been 
effective  and  beneficial.   However,  scholarly  studies  have  shown  that  such 
intervention  has  a  limited  effect  unless  the  intervention  is  supported  by  economic 
fundamentals.   I  do  not  believe  that  any  market  participant,  whether  a  central  bank  or 
a  hedge  fund,  can  engage  in  foreign  exchange  transactions  that  will  have  a  prolonged 
effect  on  the  foreign  exchange  markets  unless  such  transactions  are  supported  by 
economic  fundamentals.   With  this  important  caveat,  I  believe  that  governments 
should  engage  in  foreign  exchange  market  intervention. 

4.  In  your  opinion,  are  the  foreign  exchange  markets  properly  regulated?  Are  there 
steps  that  the  Congress  or  U.S.  regulators  could  take  that  would  make  the  foreign 
exchange  market  more  efficient/better  regulated? 

This  is  a  crucial  question  to  which  I  do  not  have  an  answer.    For  the  past  several 
years,  I  have  focused  my  energies  and  attention  on  philanthropic  activities  rather  than 
on  macroeconomics.   This  fact,  and  the  limited  time  I  had  to  prepare  for  my 
testimony  before  this  Committee,  means  that  I  have  not  been  able  to  devote  to  this 
important  question  the  serious  reflection  that  it  deserves.    However,  I  understand  that 
a  number  of  experienced  regulators  and  policy  makers  are  considering  this  issue  and 
are  formulating  recommendations. 

5.  Is  it  possible  for  a  private  investor  such  as  yourself  to  amass  enough  capital  to 
manipulate  the  value  of  a  currency  such  as  the  Italian  lire?  British  pound?  French 
franc?  German  deutsche  mark?  Japanese  yen?  U.S.  dollar?  Please  explain. 

No.   As  indicated  above,  I  do  not  believe  any  market  participant  can,  other  than  for  a 
short  time,  successfully  influence  currency  markets  for  major  currencies  contrary  to 
market  fundamentals.   As  also  indicated  above,  hedge  funds  are  relatively  small 
players  given  the  size  of  the  global  currency  markets.   The  lack  of  liquidity  in 
markets  for  smaller  currencies  also  acts  to  prevent  any  investor  from  successfully 
influencing  prices  for  a  minor  currency.    Any  investor  trying  to  influence  prices  by 
acquiring  a  large  position  in  that  currency  will,  because  of  the  lack  of  liquidity,  face 
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disastrous  results  when  the  position  is  sold. 

Is  the  dollar  at  risk  of  losing  its  position  as  the  world's  prominent  currency?  What 
factors  could  cause  the  dollar  to  lose  its  position  as  the  world's  prominent  currency? 

The  dollar  serves  as  an  international  reserve  currency,  a  unit  of  account  and  a  store  of 
value.   In  the  absence  of  draconian  regulations  far  beyond  any  current  proposals,  the 
dollar  will  remain  a  prominent  international  currency.   However,  the  dollar  will  not 
remain  the  only  such  currency  as  the  Japanese  yen  and  the  German  mark  become 
more  attractive.   Recent  episodes  where  the  value  of  the  dollar  has  been  used  as  a 
threat  in  trade  negotiations  undermine  confidence  of  international  investors  in  its 
stability  as  a  store  of  value. 
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COMMITTEE  ON  BANKING,  FINANCE  AND  URBAN  AFFAIRS 

APRIL  13,  1994 

Market  View 

•  Mr.  Soros  is  in  agreement  with  the  Committee's  concern  about  the  stability 
of  financial  markets  but  states  that  hedge  funds  should  not  be  the  primary 
focus  of  concern.  Two  other  factors  that  encourage  dangerous  "trend- 
following"  behavior  are  more  relevant  and  deserve  close  scrutiny: 

1.  Institutional  Investors.  Institutional  investors  are  trend 
followers  by  definition  because  their  performance  is  measured 
relative  to  their  peer  group.  Mutual  funds'  open-ended  nature 
reinforces  this  behavior:  they  take  in  a  lot  of  cash  at  times 
of  market  excitement  and  need  to  sell  securities  to  raise  cash 
to  permit  redemptions. 

2.  Derivatives.  The  trouble  with  derivative  instruments  is  that 
those  who  issue  them  usually  engage  in  "delta"  or  dynamic 
hedging  to  protect  themselves.  Dynamic  hedging  transfers  risk 
from  customers  to  the  market  makers.  When  market  makers  all 
want  to  "delta  hedge"  in  the  same  direction  at  the  same  time, 
there  are  no  takers  on  the  other  side.  Prices  begin  to 
collapse. 

•  Do  not  confuse  dynamic  hedging  with  hedge  funds.  They  have  nothing  in 
common  except  the  word  "hedge". 

•  The  Quantum  Group  of  Funds  tends  to  be  "trend-bucking"  rather  than  trend- 
following. 

What  is  a  Hedge  Fund? 

•  Soros'  type  of  hedge  fund  invests  in  a  wide  range  of  securities  and 
diversifies  its  risks  by  investing  in  different  markets.  It  is  open  to 
sophisticated  investors.  The  managers  are  compensated  on  the  basis  of 
profits  generated  and  have  a  significant  amount  of  their  own  funds  at  risk 
in  the  hedge  fund.  These  factors  keep  his  hedge  funds  from  being  "trend- 
following"  investors  and  thus  market  de-stabilizing.  Furthermore,  hedge 
funds  are  not  federally- insured  and  receive  no  government  guarantees. 

Hedge  Funds  in  Foreign  Exchange  Markets 

•  The  perception  of  the  role  of  hedge  funds  in  the  foreign  exchange  markets 
is  greatly  exaggerated. 

•  On  an  average  trading  day  in  foreign  exchange,  we  believe  that  hedge  funds 
represent  significantly  less  than  1  percent  of  the  average  daily  global 
trading  volume  in  foreign  exchange  markets. 

•  Mr.  Soros  believes  that  no  market  participant,  whether  a  central  bank  or 
a  hedge  fund,  can  engage  in  foreign  exchange  transactions  that  will  have 
a  prolonged  effect  on  the  foreign  exchange  markets  unless  such 
transactions  are  supported  by  economic  fundamentals. 


Contact:     David  Kronfeld 
Kakst  &  Co. 
(212)  593-2655 
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Mr.  Soros  established  the  Open  Society  Fund  in  1979,  The  Soros 
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South  Africa.  He  is  also  the  founder  of  the  Central  European 
University. 

In  addition  to  numerous  articles,  Mr.  Soros  is  the  author  of 
The  Alchemy  of  Finance,  republished  in  1994  by  John  Wiley  & 
Sons,  Inc.,  Opening  the  Soviet  System,  published  by  Weidenfeld 
&  Nicolson  in  July,  1990,  and  Underwriting  Democracy,  pub- 
lished by  The  Free  Press  in  September,  1991.  He  received 
honorary  doctoral  degrees  from  the  New  School  For  Social 
Research  (New  York)  and  the  University  of  Oxford  in  1990,  as 
well  as  the  Budapest  University  of  Economics  and  Yale  Univer- 
sity in  1991. 
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Prospect  for  European  Disintegration 

by  George  Soros 


i 


am  very  grateful  to  the  Aspen  Institute  for  giving  me 
this  opportunity  to  address  an  audience  in  Germany, 
and  I  have  chosen  a  topic  which  ought  to  be  of  particular  interest 
to  people  in  Germany  My  topic  is  the  prospect  of  European 
disintegration. 

It  is  a  subject  that  engages  me  in  three  different  ways. 
First,  I  am  passionately  devoted  to  the  idea  of  Europe  as  an  open 
society.  Second,  I  have  developed  a  theory  of  history  which  casts 
light  on  the  process  of  European  integration  and  disintegration. 
Third,  I  am  a  participant  in  the  process. 

Open  society  means  a  society  based  on  the  idea  that 
nobody  has  a  monopoly  on  truth;  a  society  which  is  not  dominat- 
ed by  the  state  or  by  any  particular  ideology,  where  minorities 
and  minority  opinions  are  respected.  Using  these  criteria,  the 
European  Community  is  a  highly  desirable  form  of  organization. 
Indeed,  in  some  ways  it  is  ideal,  because  it  has  a  very  interesting 
feature:  all  the  participating  states  are  in  a  minority.  Respect  for 
the  minority  is  the  basis  of  its  construction.  The  unresolved  ques- 
tion is:  how  much  power  should  be  delegated  to  the  majority? 
How  far  should  Europe  be  integrated? 

The  way  Europe  evolves  will  have  a  profound  influence 
on  what  happens  to  the  east  of  Europe,  the  region  that  was  for- 
merly under  the  sway  of  Communist  ideology.  Communism  built 
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a  universal  closed  society,  but  Communism  as  an  ideology  is  now 
well  and  truly  dead.  The  line  of  least  resistance  leads  to  the 
break-up  of  the  universal  closed  system  into  particular  closed 
societies,  based  on  the  principle  of  national  or  ethnic  identity.  We 
can  see  the  principle  well  advanced  in  the  former  Yugoslavia.  The 
only  possible  escape  from  this  fate  is  to  make  the  transition  from 
closed  to  open  society.  But  that  is  not  so  easy.  It  requires  time  and 
effort  to  establish  the  rule  of  law,  the  institutions  of  civil  society, 
and  the  critical  way  of  thinking  which  are  characteristic  of  an 
open  society.  Societies  devastated  by  Communism  cannot  make 
the  transition  on  their  own.  They  need  a  Europe  that  is  open  and 
receptive  and  supportive  of  their  effort.  East  Germany  got  too 
much  help,  the  rest  of  Eastern  Europe  too  little.  I  am  deeply 
engaged  in  helping  the  rest  of  Eastern  Europe.  As  you  may  know, 
I  have  set  up  a  network  of  foundations  devoted  to  this  cause,  and 
that  is  the  bias  that  I  bring  to  the  subject  of  Europe. 

My  second  involvement  is  that  I  have  developed  a  theory 
of  history  which  has  guided  me  both  in  my  activities  in  the  finan- 
cial markets  and  in  setting  up  the  foundation  network.  The  key  to 
my  theory  is  the  role  that  mistakes  and  misconceptions  play  in 
shaping  the  course  of  events.  There  is  always  a  divergence 
between  the  participants'  thinking  and  the  actual  state  of  affairs, 
but  sometimes  the  divergence  is  relatively  small  and  self-correct- 
ing —  I  call  this  "near-equilibrium;"  and,  at  other  times,  the  diver- 
gence is  large,  with  no  tendency  to  correct  itself  —  I  call  this  "far- 
from-equilibrium."  The  course  of  events  has  quite  a  different 
character  in  near-equilibrium  and  in  far-from-equilibrium  condi- 
tions. This  point  is  not  generally  understood.  My  theory  relates 
to  far-from-equilibrium  conditions.    I  have  made  a  particular 
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study  of  what  I  call  the  "boom/bust  sequence,"  which  can  be 
observed  from  time  to  time  in  financial  markets;  and  I  think  it  is 
also  applicable  to  the  integration  and  disintegration  of  the 
European  Community.  Since  the  revolution  of  1989  and  the  reuni- 
fication of  Germany,  Europe  has  been  in  a  condition  of  dynamic 
disequilibrium.  Therefore  it  presents  a  very  interesting  case  study 
for  my  theory  of  history. 

And,  finally,  I  am  myself  a  participant  in  this  process  of 
dynamic  disequilibrium  because  I  am  an  international  investor.  I 
used  to  call  myself  a  speculator  and  I  used  to  joke  that  an  invest- 
ment is  a  speculation  that  has  gone  wrong  but,  in  view  of  the 
campaign  against  speculators,  I  am  no  longer  amused. 
International  investors  did  play  an  important  role  in  the  break- 
down of  the  Exchange  Rate  Mechanism,  but  it  is  impossible  to 
have  a  common  market  without  international  capital  movements. 
To  blame  speculators  is  like  shooting  the  messenger. 

I  shall  deal  with  my  subject  on  the  basis  of  my  theory  of 
history.  The  fact  that  I  am  also  a  participant  does  not  interfere 
with  my  ability  to  apply  the  theory.  On  the  contrary,  it  has 
allowed  me  to  test  it  in  practice.  Nor  does  it  matter  that  I  bring  a 
particular  bias  to  the  subject  because  it  is  part  of  my  theory  that 
participants  in  a  historical  process  always  act  on  the  basis  of  a 
bias.  And,  of  course,  the  same  rule  applies  to  the  proponents  of 
theories. 

But  I  must  confess  that  my  particular  bias  —  namely,  that  I 
want  to  see  a  united,  prosperous  and  open  Europe  —  does  inter- 
fere with  my  activities  as  a  participant  in  financial  markets.  I  had 
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no  problem  as  long  as  I  was  an  anonymous  participant.  Sterling 
would  have  left  the  ERM  whether  or  not  I  speculated  against  it. 
But,  after  sterling  left  the  ERM,  I  received  a  lot  of  publicity  and  I 
ceased  to  be  an  anonymous  participant.  I  became  a  guru.  I  could 
actually  influence  the  behavior  of  markets,  and  it  would  be  dis- 
honest of  me  to  pretend  otherwise.  This  has  created  opportunities 
and  imposed  responsibilities.  Given  my  bias,  I  did  not  want  to  be 
responsible  for  the  French  franc  being  pushed  out  of  the  Exchange 
Rate  Mechanism.  I  decided  to  abstain  from  speculating  against 
the  franc  in  order  to  be  able  to  put  forward  a  constructive  solu- 
tion; but  nobody  thanked  me  for  it.  Indeed,  my  public  utterances 
seemed  to  annoy  the  monetary  authorities  even  more  than  my 
activities  in  the  financial  markets,  so  I  can't  say  I  am  doing  well  in 
my  new-found  role  of  guru.  Nevertheless,  given  my  bias,  I  must 
say  what  I  am  going  to  say,  even  if  it  is  inconvenient  for  me  as  a 
participant. 

The  important  point  about  my  boom /bust  theory  is  that 
there  is  nothing  inevitable  about  it.  The  typical  boom/bust 
sequence  is  initially  self-reinforcing  and,  eventually,  self-defeat- 
ing, but  it  can  be  aborted  or  diverted  at  any  point.  It  is  in  the  light 
of  this  theory  that  I  shall  comment  on  the  boom/bust  process  of 
European  integration.  I  shall  pay  particular  attention  to  the 
Exchange  Rate  Mechanism,  which  is  playing  such  a  crucial  role  in 
the  process.  It  had  worked  perfectly  well  in  near-equilibrium 
conditions,  until  the  reunification  of  Germany.  But  the  reunifica- 
tion has  created  conditions  of  dynamic  disequilibrium.  Since  that 
time,  the  course  of  events  has  been  shaped  by  mistakes  and  mis- 
understandings. The  most  tangible  result  is  the  disintegration  of 
the  Exchange  Rate  Mechanism  which,  in  turn,  is  an  important  fac- 
tor in  the  possible  disintegration  of  the  European  Community. 
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Let  me  start  at  the  point  where  near-equilibrium  condi- 
tions were  replaced  by  a  condition  of  dynamic  disequilibrium. 
This  point  can  be  fixed  in  time  with  great  precision:  it  was  the  fall 
of  the  Berlin  Wall.  This  opened  the  way  to  German  reunification. 
Chancellor  Kohl  rose  to  the  historic  occasion.  He  decided  that 
reunification  must  be  complete,  immediate  and  achieved  in  a 
European  context.  Actually,  he  had  no  choice  in  the  matter,  since 
the  German  constitution  gave  East  Germans  citizenship  of 
Germany  and  Germany  was  a  member  of  the  European 
Community.  But  it  makes  all  the  difference  whether  you  take 
charge  of  events  or  merely  react  to  them.  Chancellor  Kohl  exhibit- 
ed real  leadership.  He  went  to  President  Mitterand  and  said  to 
him,  in  effect,  "I  need  your  support  and  the  support  of  Europe  to 
achieve  immediate  and  complete  reunification."  The  French 
replied,  in  effect,  "Let's  create  a  stronger  Europe  in  which  the 
reunified  Germany  can  be  fully  embedded."  This  gave  a  tremen- 
dous impulse  towards  integration.  It  set  into  motion  the  "boom" 
part  of  the  boom/bust  process.  The  British  were  opposed  to  the 
creation  of  a  strong  central  authority;  you  will  recall  Margaret 
Thatcher's  speech  at  Bruges.  Tough  negotiations  ensued,  but 
there  was  a  sense  of  urgency,  a  self-imposed  deadline.  The  result 
was  the  Treaty  of  Maastricht,  the  two  main  goals  of  which  were  to 
establish  a  common  currency  and  a  common  foreign  policy.  It 
had  a  number  of  other  provisions,  but  they  were  less  important 
and,  when  the  British  objected,  they  were  allowed  to  opt  out  of 
some  of  them.  All  in  all,  the  Treaty  was  a  giant  step  forward 
towards  integration,  a  valiant  attempt  to  create  a  Europe  strong 
enough  to  cope  with  the  revolutionary  changes  resulting  from  the 
collapse  of  the  Soviet  empire.  It  went,  perhaps,  further  and  faster 
than  public  opinion  was  prepared  for;  but  that  was  a  chance  that 
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the  leaders  took  in  order  to  cope  with  the  revolutionary  situation. 
Rightly  so,  in  my  opinion,  because  that  is  what  leadership  entails. 

The  trouble  lay  elsewhere.  I  shall  not  dwell  on  a  side  deal 
in  which  Germany  got  the  agreement  of  the  European 
Community  to  recognize  Croatia  and  Slovenia  as  independent 
states.  It  was  little  discussed  and  little  noticed  at  the  time,  but  it 
had  horrendous  consequences.  I  want  to  focus  on  the  internal 
disequilibrium  in  Germany  which  was  generated  by  the  reunifica- 
tion because  it  was  that  disequilibrium  which  has  turned  the 
boom  into  a  bust. 

The  German  government  seriously  underestimated  the 
cost  of  reunification  and  was,  in  any  case,  unwilling  to  pay  the 
full  cost  through  higher  taxation  or  a  reduction  of  other  govern- 
ment expenditures.  This  created  tensions  between  the 
Bundesbank  and  the  government  on  two  levels:  one  was  that  the 
government  acted  against  the  express  advice  of  the  Bundesbank; 
the  other  was  that  a  very  loose  fiscal  policy  —  that  is  to  say,  a 
huge  budget  deficit  —  required  a  very  tight  monetary  policy  in 
order  to  reestablish  monetary  equilibrium.  The  injection  of  pur- 
chasing power  through  the  exchange  of  East  German  currency  at 
par  created  an  inflationary  boom,  and  the  fiscal  deficit  added  fuel 
to  the  fire.  The  Bundesbank  was  charged,  by  law,  with  the  mis- 
sion of  maintaining  the  value  of  the  Deutschmark  and  it  acted 
with  alacrity.  It  raised  the  repo  rate  to  9.70  percent.  But  that  poli- 
cy was  very  harmful  to  the  other  member  countries  of  the 
European  Monetary  System.  In  other  words,  the  monetary  policy 
which  was  designed  to  reestablish  equilibrium  at  home  created  a 
disequilibrium  within  the  European  Monetary  System.    It  took 
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some  time  for  the  disequilibrium  to  develop  but,  with  the  passage 
of  time,  the  tight  monetary  policy  imposed  by  the  Bundesbank 
pushed  all  of  Europe  into  the  deepest  recession  it  has  experienced 
since  the  Second  World  War.  The  Bundesbank  plays  a  dual  role:  it 
is  the  guardian  of  sound  money  at  home  and  it  is  the  anchor  of 
the  EMS.  It  acted  as  the  transmission  mechanism  for  turning  the 
internal  disequilibrium  of  the  German  economy  into  a  force  for 
the  disintegration  of  the  EMS. 

There  was  also  a  third  and  deeper  level  of  conflict  between 
the  Bundesbank  and  the  German  government.  Chancellor  Kohl, 
in  order  to  obtain  French  support  for  German  reunification, 
entered  into  the  Treaty  of  Maastricht.  That  Treaty  posed  a  pro- 
found threat  to  the  institutional  dominance,  indeed,  institutional 
survival,  of  the  Bundesbank  as  the  arbiter  of  European  monetary 
policy.  In  the  EMS,  the  German  mark  serves  as  the  anchor.  But, 
under  the  Maastricht  Treaty,  the  role  of  the  Bundesbank  was  to  be 
replaced  by  a  European  central  bank  in  which  the  Bundesbank 
would  only  have  one  vote  out  of  twelve.  Admittedly,  the 
European  Central  Bank  was  based  on  the  German  model;  but  it 
makes  all  the  difference  in  the  world  whether  you  serve  as  the 
model  or  whether  you  are  actually  in  charge.  The  Bundesbank 
never  openly  acknowledged  that  it  was  opposed  to  this  institu- 
tional change,  and  it  remains  unclear  to  what  extent  its  actions 
were  designed  to  prevent  it.  All  I  can  tell  you  is  that,  as  a  market 
participant,  I  acted  on  the  hypothesis  that  it  was  the 
Bundesbank's  underlying  motivation.  I  cannot  prove  to  you  that 
my  hypothesis  was  correct;  all  I  can  say  is  that  it  worked. 
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For  instance,  I  listened  to  Helmut  Schlesinger  warn  that 
the  markets  are  mistaken  when  they  think  that  the  ECU  consists 
of  a  fixed  basket  of  currencies.  I  asked  him  what  he  thought  of 
the  ECU  as  the  future  common  currency  of  Europe.  He  said  he 
would  like  it  better  if  it  were  called  the  mark.  I  was  guided 
accordingly.  Shortly  thereafter,  the  lira  was  forced  out  of  the  ERM. 

I  don't  want  to  get  into  a  blow-by-blow  account  of  what 
happened  because  I  want  to  establish  a  broad  historical  perspec- 
tive. From  that  perspective,  the  salient  features  are  that  the 
Maastricht  referendum  was  defeated  in  Denmark;  it  passed  with  a 
very  narrow  margin  in  France;  and  it  barely  squeaked  through 
Parliament  in  Britain.  The  European  Exchange  Rate  Mechanism 
has,  for  all  intents  and  purposes,  broken  down  and  it  has  done  so 
in  several  installments,  of  which  the  last  one,  namely,  the  broad- 
ening of  the  band  in  August,  was  the  most  far-reaching  because  it 
loosened  the  strongest  tie  within  the  European  Community,  the 
one  which  ties  Germany  and  France  together.  What  is  in  the  long 
run  even  more  important,  Europe  is  in  the  midst  of  a  deep  reces- 
sion from  which  there  is  no  immediate  prospect  of  recovery. 
Unemployment  is  a  serious  and  still-growing  problem  which  con- 
tinues to  be  aggravated  by  monetary  policies  which  are  far  too 
restrictive  for  this  stage  of  the  cycle.  From  these  observations,  I 
conclude  that  the  trend  towards  the  integration  of  Europe  has 
passed  its  peak  and  has  now  been  reversed. 

The  exact  moment  of  reversal  can  be  identified  as  the 
defeat  in  the  Danish  referendum.  It  could  have  brought  forth  a 
groundswell  of  support  for  the  Maastricht  Treaty;  in  that  case, 
there  would  have  been  no  reversal.    Instead,  it  generated  the 
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breakdown  of  the  Exchange  Rate  Mechanism.  Europe  is  now  in  a 
process  of  disintegration.  Since  we  are  dealing  with  a  boom/bust 
process,  it  is  impossible  to  say  how  far  it  will  go.  But  it  may  go 
much  further  than  people  are  currently  willing  or  able  to  envisage 
because  a  boom/bust  process  is  self-reinforcing  in  both  directions. 

I  can  identify  at  least  five  elements  which  are  mutually 
self-reinforcing.  First  and  foremost  is  the  recession;  11.7  percent 
unemployment  in  France,  14.1  percent  in  Belgium,  and  22.25  per- 
cent in  Spain,  are  simply  not  acceptable.  They  generate  social  and 
political  unrest  which  is  easily  channeled  in  an  anti-European 
direction.  Second,  there  is  the  progressive  disintegration  of  the 
Exchange  Rate  Mechanism.  This  is  very  dangerous  because  in  the 
medium  to  long  term  the  Common  Market  cannot  survive  with- 
out stability  in  exchange  rates. 

The  ERM  functioned  perfectly  well  in  near-equilibrium 
conditions  for  more  than  a  decade.  But  the  reunification  of 
Germany  has  revealed  a  fundamental  flaw  in  the  mechanism, 
namely,  that  the  Bundesbank  plays  a  dual  role:  guardian  of 
domestic  monetary  stability  and  anchor  of  the  EMS.  As  long  as 
the  two  roles  are  in  harmony,  there  is  no  problem.  But  when  there 
was  a  conflict,  the  Bundesbank  gave  precedence  to  domestic  con- 
siderations to  the  detriment  of  its  international  obligations.  This 
was  clearly  demonstrated,  for  instance,  on  Thursday,  July  29th, 
when  it  refused  to  lower  the  discount  rate  in  order  to  relieve  the 
pressure  on  the  French  franc.  It  can  be  argued  that  the 
Bundesbank  has  no  choice  in  the  matter:  it  is  obliged  by  law,  the 
Grundgesetz,  to  give  absolute  priority  to  the  preservation  of  the 
value  of  the  German  currency.  In  that  case,  there  is  an  irreconcil- 
able conflict  between  the  ERM  and  the  Grundgesetz. 
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This  episode  revealed  another  fundamental  flaw  in  the 
ERM,  namely,  that  there  is  an  asymmetry  between  the  obligations 
of  the  anchor  currency  and  the  currency  which  is  under  pressure. 
All  the  obligations  fall  on  the  weak  currency.  It  will  be  recalled 
that,  at  the  time  of  the  Bretton  Woods  agreement,  John  Maynard 
Keynes  emphasized  the  need  for  symmetry  between  the  strong 
and  the  weak.  He  based  his  arguments  on  the  experiences  of  the 
inter-war  period.  The  current  situation  is  increasingly  reminiscent 
of  that  period  and  sometimes  it  seems  as  if  Keynes  had  not  lived. 

This  brings  me  to  the  third  element,  namely,  mistaken  eco- 
nomic and  monetary  policies.  Here  it  is  not  so  much  the 
Bundesbank  that  is  to  blame  but  those  who  have  opposed  it,  like 
the  German  government,  or  those  who  have  been  the  victims  of 
its  policy,  like  the  United  Kingdom  and  France.  The  German  gov- 
ernment is,  of  course,  responsible  for  creating  the  internal  disequi- 
librium in  the  first  place.  The  British  committed  an  egregious 
error  in  joining  the  Exchange  Rate  Mechanism  on  October  8th, 
1990  after  the  reunification  of  Germany.  They  did  so  on  the  basis 
of  arguments  which  had  been  developed  in  1985,  but  were  strenu- 
ously resisted  by  Margaret  Thatcher.  When  her  position  weak- 
ened, she  finally  gave  in,  but  by  that  time,  the  arguments  which 
had  been  valid  in  1985  were  no  longer  applicable.  So  the  British 
made  two  mistakes  —  one  in  1985  and  one  in  1990. 

They  were  particularly  hard  hit  by  the  high  interest  rate 
regime  imposed  on  them  by  the  Bundesbank  because  they  were 
already  in  a  recession  when  they  went  into  the  ERM.  Being 
pushed  out  of  the  ERM  brought  them  much-needed  relief.  They 
ought  to  have  welcomed  it,  but  they  were  too  dazed  to  react.  They 
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did  the  right  thing  eventually  and  lowered  interest  rates,  but  they 
failed  to  seize  the  initiative.  This  has  made  it  harder  to  build  up 
confidence  and  it  will  make  it  much  harder  to  reassert  control 
over  wages  when  the  economy  does  pick  up. 

One  would  have  thought  the  French  would  learn  from  the 
British  experience.  But  they  are  proving  even  more  inflexible. 
One  could  sympathize  with  their  efforts  to  defend  the  franc  fort 
policy  because  they  fought  so  long  and  so  hard  to  establish  it,  and 
they  were  on  the  verge  of  reaping  the  benefits  in  the  form  of 
improved  competitiveness  vis-a-vis  Germany  when  the  reward 
was  snatched  from  their  hands  by  recurrent  attacks  on  the  franc. 
But,  once  the  franc  fort  policy  proved  untenable,  they  ought  to 
have  adjusted  their  approach  to  the  new  situation.  Instead,  they 
are  sticking  voluntarily  with  a  regime  which  proved  so  disastrous 
when  it  was  imposed  on  them  by  the  ERM.  I  think  I  understand 
their  motivation:  they  are  concerned  with  rebuilding  their 
reserves  and  repaying  the  debt  that  the  Banque  de  France 
incurred  with  the  Bundesbank  in  defending  the  parity.  But  they 
got  their  priorities  wrong.  France  is  in  a  serious  recession  and  it 
needs  to  lower  interest  rates.  That  is  what  brought  on  the  August 
crisis.  To  try  and  keep  the  French  franc  close  to  the  Deutschmark 
by  keeping  interest  rates  high  is  self-defeating.  The  only  way  to 
have  a  strong  franc  is  to  have  a  strong  economy. 

The  Bundesbank  itself  has  been  remarkably  consistent  in 
the  pursuit  of  its  objectives,  especially  if  we  include  institutional 
self-preservation  among  those  objectives,  and  amazingly  success- 
ful. It  found  itself  in  an  impossible  situation  after  the  reunifica- 
tion of  Germany:  a  sudden  increase  in  the  stock  of  money,  an 
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enormous  budget  deficit,  and  a  threat  to  its  institutional  survival. 
Yet  it  came  out  victorious.  Whether  it  was  worth  the  cost  —  a 
Europe-wide  recession  and  the  breakdown  of  the  ERM  —  is 
another  question. 

A  few  months  ago  I  was  convinced  that  the  Bundesbank 
was  following  the  wrong  monetary  policy,  even  for  domestic  pur- 
poses, because  Germany  was  in  a  recession  and  monetary  policy 
ought  to  be  counter-cyclical.  The  Bundesbank  stuck  to  its  medi- 
um-term monetary  targets,  but  I  thought  that  M3  —  which  had 
worked  well  as  a  target  in  near-equilibrium  conditions  —  had 
been  rendered  irrelevant  in  today's  far-from-equilibrium  condi- 
tions; and  I  thought  that  the  Bundesbank  had  overstayed  its 
course  in  following  a  tight  monetary  policy. 

But  that  was  before  the  widening  of  the  bands  in  the  ERM. 
Since  then,  the  Deutschmark  has  rallied,  the  German  long  bonds 
have  strengthened  and,  on  top  of  it  all,  the  German  economy  is 
showing  some  signs  of  strength.  I  must  now  admit  that  I  may 
have  been  wrong  and  the  Bundesbank  may  have  been  successful 
in  its  pursuit  of  its  domestic  policy  goals.  But,  if  anything,  that 
strengthens  my  argument  that  there  is  a  conflict  of  interest 
between  the  domestic  responsibilities  of  the  Bundesbank  and  its 
role  as  the  anchor  of  the  EMS.  The  events  of  the  last  two  months 
have  clearly  demonstrated  that  the  needs  of  Germany  and  the  rest 
of  Europe  are  very  different.  Germany  needs  low  interest  rates  on 
long  bonds  because  it  borrows  at  the  long  end,  whereas  the  rest  of 
Europe  needs  lower  interest  rates  at  the  short  end  because  the  liq- 
uidity of  the  banking  system  needs  to  be  rebuilt  and  lower  short- 
term  rates  are  needed  to  stimulate  economic  activity.  Germany 
got  what  it  needs,  but  the  rest  of  Europe  did  not. 
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The  fact  that  I  may  have  been  wrong  on  the  Deutschmark 
brings  me  to  the  fourth  factor.  It  is  not  only  the  authorities  who 
make  mistakes,  but  also  market  participants.  Markets  are  often 
wrong.  Specifically,  they  were  wrong  when  they  assumed  that 
the  path  to  a  common  currency  would  follow  a  straight  line. 
International  investors,  particularly  managers  of  international 
bond  funds,  went  for  the  highest  yields,  ignoring  exchange  rate 
risks.  Helmut  Schlesinger  was  right  in  warning  that  the  ECU 
does  not  consist  of  a  fixed  basket  of  currencies.  There  had  been 
large  capital  movements  into  weak-currency  countries  like  Italy, 
Spain  and  Portugal.  The  movement  was  initially  self-reinforcing 
but  eventually  self-defeating.  It  created  excessive  rigidity  in 
exchange  rates  in  the  first  place,  and  excessive  instability  in  the 
second.  The  errors  of  the  market  compounded  the  errors  of  the 
authorities  in  creating  dynamic  disequilibrium. 

Finally,  there  is  a  fifth  factor  that  reinforces  the  trend 
toward  disintegration.  It  may  be  called  the  emotional  amplifier. 
When  things  are  going  wrong,  especially  when  mistakes  are  being 
made,  there  is  an  impulse  to  blame  someone  else.  Who  would 
have  thought  that  respected  officials  like  Jacques  Delors  and  the 
Finance  Minister  of  Belgium  and  the  newly  appointed  head  of  the 
Banque  de  France  really  believed  in  an  Anglo-Saxon  conspiracy  to 
destroy  the  Franco-German  alliance?  These  attitudes  then  color 
subsequent  discussions  as  in  the  case  of  the  GATT  negotiations. 

There  is  also  a  sixth  element  which  needs  to  be  considered; 
namely,  the  instability  of  Eastern  Europe  and  particularly  of  the 
former  Yugoslavia.  I  believe  that  this  factor  is  working  in  the 
opposite  direction.    The  threat  of  instability  and  the  influx  of 
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refugees  are  good  reasons  to  band  together  and  build  a  "Fortress 
Europe."  At  the  same  time,  the  lack  of  unity  in  the  European 
Community  has  the  effect  of  reinforcing  the  political  instability 
and  economic  decline  in  Eastern  Europe.  The  outcome  is  going  to 
be  a  European  Community  which  is  a  far  cry  from  the  open  soci- 
ety to  which  the  people  whom  I  support  in  Eastern  Europe  aspire. 

All  this  is  truly  disturbing  and  depressing.  I  realize  that  I 
sound  more  like  a  prophet  of  gloom  and  doom  than  a  guru.  But 
let  me  remind  you  that  there  is  nothing  determinate  about  the 
boom /bust  sequence;  that  the  direction  of  the  process  can  be 
reversed  practically  at  any  time.  Indeed,  a  reversal  of  direction  is 
an  essential  part  of  a  boom/bust  sequence.  What  I  am  trying  to 
say  is  that  events  are  now  going  in  the  wrong  direction  and  they 
will  continue  to  go  in  that  direction  until  we  recognize  that  there 
is  something  fundamentally  wrong  and  we  take  resolute  action  to 
correct  it. 

There  can  be  no  doubt  that  there  is  something  fundamen- 
tally wrong  with  the  European  Monetary  System  as  it  is  currently 
constituted.  First,  the  domestic  obligations  of  the  Bundesbank 
have  proven  to  be  irreconcilable  with  its  role  as  the  anchor  curren- 
cy; indeed,  one  could  argue  that  the  Bundesbank  has  exploited  its 
role  as  the  anchor  currency  in  order  to  solve  its  domestic  prob- 
lems. Second,  there  is  an  asymmetry  between  the  obligations  of 
the  strong  and  the  weak  currencies.  And  most  importantly,  there 
is  asymmetry  between  the  risks  and  rewards  of  international 
investors,  that  is  to  say,  speculators.  These  structural  faults  were 
there  from  the  beginning,  but  they  only  became  apparent  in  the 
course  of  the  last  year.  Once  they  became  known,  it  is  impossible 
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to  return  to  the  conditions  which  prevailed  previously.  The  best 
way  to  eliminate  the  faults  of  the  ERM  is  to  have  no  exchange  rate 
mechanism  at  all.  But  freely  floating  exchange  rates  would 
destroy  the  Common  Market.  Hence  the  necessity  for  a  common 
currency.  That  means  implementing  the  Maastricht  Treaty.  At  the 
time  the  treaty  was  negotiated,  the  path  leading  to  the  common 
currency  was  envisaged  as  a  gradual,  near-equilibrium  path.  But 
the  gradual  path  has  run  into  unexpected  obstacles.  To  continue 
on  a  gradual  path  will  now  lead  in  the  opposite  direction  because 
there  has  been  a  trend  reversal  and  we  are  now  in  a  process  of  dis- 
integration. Therefore  we  must  find  a  different  path.  If  we  can't 
get  there  gradually,  it  is  better  to  get  there  all  at  once  than  not  to 
get  there  at  all. 

At  the  emergency  meeting  on  August  1st,  an  official  from 
Portugal  reportedly  proposed  that  the  introduction  of  a  common 
currency  should  be  speeded  up.  A  German  participant  reportedly 
reacted  by  saying,  "Surely,  you  must  be  joking!"  If  my  line  of 
argument  is  correct,  it  is  time  to  take  the  suggestion  seriously. 
This  may  sound  a  little  too  facile,  and  it  is.  My  argument  will  be 
taken  seriously  only  if  I  can  show  a  path  that  would  lead  to  a 
common  currency.  Since  we  are  in  dynamic  disequilibrium,  the 
path  has  to  be  a  disequilibrium  one.  At  present,  the  first  priority 
of  the  French  monetary  authorities  is  to  rebuild  their  reserves.  In 
order  to  do  so,  they  are  trying  to  keep  the  French  franc  strong. 
That  is  wrong.  The  first  priority  ought  to  be  to  stimulate  the 
French  economy,  and  the  maturity  of  the  French  debt  to  the 
Bundesbank  ought  to  be  extended  for,  say,  two  years  so  that 
France  could  lower  interest  rates  now.  When  I  say  lower  interest 
rates,  I  mean  three  percent.  The  rate  reduction  ought  to  be  coordi- 
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nated  with  the  other  members  of  the  EMS,  excluding  Germany 
and  Holland.  The  Deutschmark  would  undoubtedly  appreciate. 
The  overvaluation  of  the  Deutschmark  would  have  a  negative 
effect  on  the  German  economy,  hastening  the  decline  in  German 
interest  rates.  As  the  German  economy  weakened  and  the  rest  of 
Europe  picked  up,  the  trend  in  exchange  rates  would  be  reversed 
and  they  may  eventually  settle  down  not  very  far  from  where 
they  were  before  the  bands  were  widened.  The  main  difference 
would  be  in  economic  activity.  The  rest  of  Europe  would  recover, 
first  at  the  expense  of  Germany;  but  eventually  Germany  would 
also  join  the  recovery.  When  that  happened,  the  dynamic  disequi- 
librium would  have  been  corrected,  and  the  march  towards  a 
common  currency  could  be  resumed  in  near-equilibrium  condi- 
tions. The  whole  process  would  not  take  more  than  two  years. 
After  that,  you  could  move  to  a  common  currency  directly,  with- 
out re-instituting  the  narrow  bands.  But  you  cannot  get  there  in  a 
straight  line.  Right  now,  you  are  caught  in  a  vicious  circle;  you 
need  to  turn  it  around  and  make  it  a  virtuous  circle.  This  has 
already  happened,  up  to  a  point,  in  Italy.  It  could  be  done  in  the 
rest  of  Europe. 

I  have  not  dealt  with  issues  of  foreign  policy,  the  future  of 
NATO  and  the  fate  of  Eastern  Europe,  but  I  have  covered  too 
much  ground  already.  In  any  case,  those  issues  are  intricately 
interlinked  with  monetary  policy  European  monetary  policy  is 
wrong  and  it  can  be  corrected. 
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29  November  1993 

In  preparation  for  the  NATO  summit  at  the  beginning  of 
January  1994,  the  U.S.  Administration  has  launched  a  new  ini- 
tiative called  Partnership  For  Peace.  I  propose  a  radically  differ- 
ent kind  of  Partnership  For  Peace  and  my  argument  is  laid  out 
in  this  paper.  It  was  prepared  for  the  November  12  - 13  confer- 
ence on  "Democracy,  Peace  and  Security  in  the  New  Europe" 
sponsored  jointly  by  the  Council  on  Foreign  Relations  and  the 
Central  European  University.  It  was  subsequently  revised  in 
light  of  that  conversation.  It  represents  my  personal  views,  not 
a  consensus  of  the  participants. 

I  realize  that  time  is  short,  but  I  hope  my  proposal  will  receive 
serious  consideration  prior  to  the  NATO  summit  and  President 
Clinton's  visit  to  Russia. 

—  George  Soros 
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Addendum* 

To  be  effective,  economic  aid  ought  to  be  minimized  and 
not  maximized  because  it  is  a  means  to  an  end  and  not  an  end  in 
itself.  The  goal  of  the  Partnership  For  Peace  is  to  create  a  state  of 
law  both  within  Russia  and  the  other  newly-independent  states 
and  among  them.  Without  a  legal  framework  there  can  be  no  eco- 
nomic development.  Economic  development  does  require  capital 
and  know-how  but  it  should  be  supplied  by  the  private  sector. 
The  role  of  foreign  aid  is  to  provide  an  inducement  both  for  the 
development  of  the  legal  framework  and  for  the  private  sector  to 
participate.  In  practice,  the  Partnership  for  Peace  would  include 
little  additional  financial  commitment  beyond  that  which  ought 
to  be  provided  by  the  G7  process  but  is  not.  It  would  consist 
mainly  of  a  subsidy  to  the  military  in  the  form  of  joint  exercises. 
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Toward  A  New  World  Order: 
The  Future  of  NATO 


The  Coming  World  Disorder 

It  is  clear  that  the  world  order  that  prevailed  since  the  end 
of  the  Second  World  War  has  come  to  an  end.  It  had  been  based 
on  two  superpowers  vying  for  world  domination.  They  stood  for 
diametrically  opposed  principles  of  social  organization  ancf  they 
considered  each  other  mortal  enemies.  The  global  conflict 
between  them  governed  all  the  local  conflicts.  Occasionally  it 
came  to  actual  fighting,  but  both  sides  avoided  an  all-out  con- 
frontation because  each  side  had  the  capacity  to  annihilate  the 
other.  It  was  possible  to  score  local  victories  but  they  had  to  fall 
short  of  threatening  the  survival  of  the  other  side,  because  it 
might  have  endangered  one's  own  survival.  The  prevailing  order 
was  called  the  Cold  War.  The  name  was  apt  because  both  sides 
were  mobilized  for  war,  battle  lines  were  drawn  throughout  the 
world,  and  internal  conflicts  within  each  camp  were  kept  frozen 
by  the  external  threat. 

The  collapse  of  the  Soviet  empire  was  an  internal  develop- 
ment. Undoubtedly  external  pressure  played  a  role  but  was  not 
directly  responsible  for  the  collapse;  otherwise,  it  would  have 
been  resisted.  But  that  internally-generated  revolutionary  event 
has  also  changed  the  prevailing  world  order. 

t 

All  this  is  clear  now,  but  it  was  far  from  clear  at  the  time  it 
occurred.  It  caught  most  of  the  participants  unaware.  This  is  true 
of  the  leadership  within  the  Soviet  Union,  but  even  more  true  of 
the  leadership  in  the  West.  Gorbachev  and  his  team  were  con- 
scious that  their  internal  reforms  would  change  the  world  order; 
indeed,  they  were  looking  to  a  fundamental  change  in  the  rela- 
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tionship  between  the  superpowers  as  the  key  to  making  the  inter- 
nal transformation  successful.  It  should  be  remembered  that  the 
Foreign  Ministry  was  the  only  part  of  the  Soviet  bureaucracy  that 
was  squarely  behind  perestroika,  and  foreign  policy  was  the  only 
part  of  the  so-called  "new  thinking"  that  was  properly  elaborated. 

Gorbachev's  concept  was  to  forge  an  alliance  between  the 
two  superpowers  which  would  dominate  the  United  Nations  and 
make  it  a  workable  institution.  It  will  be  recalled  that  one  of  the 
first  acts  of  the  new  regime  was  to  pay  up  its  arrears  to  the  United 
Nations.  Behind  this  concept  lurked  the  hope  that  Western  aid, 
and  Western  investment,  would  help  to  reform  the  Soviet  econo- 
my. But  there  was  no  plan,  indeed  no  conception,  how  to  accom- 
plish it. 

I  know  this  from  personal  experience  because  I  set  up  an 
international  task  force  for  creating  an  open  sector  in  the  Soviet 
economy  under  the  authority  of  Prime  Minister  Ryzhkhov  in 
1988,  and  I  was  appalled  by  the  lack  of  clarity  and  the  inability  to 
implement  anything  that  characterized  the  proceedings. 

Even  so,  events  could  have  taken  a  different  course  if  the 
Western  leadership  had  any  comprehension  of  what  was  going  on 
in  the  Soviet  Union.  It  would  not  have  been  so  difficult  to  assist 
Gorbachev  to  produce  some  positive  results  so  as  to  show  that 
perestroika  could  work.  But  the  idea  that  Gorbachev  was  gen- 
uinely seeking  both  assistance  and  alliance  simply  did  not  pene- 
trate into  the  minds  of  a  leadership  that  was  bent  on  waging  the 
Cold  War;  by  the  time  it  did,  it  was  too  late  —  or  at  least  it  could 
be  argued  that  it  was  too  late. 

Even  today,  the  collapse  of  the  Soviet  empire  is  not  proper- 
ly understood.  This  is  not  just  the  normal  delay  in  registering 
change.  There  is  a  fundamental  lack  of  understanding  which 
comes  from  working  with  false  premises.  The  State  Department 
is  concerned  with  the  relationship  between  states.    That  was 
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appropriate  during  the  Cold  War,  when  the  world  map  was  well 
defined  and  kept  in  place  by  the  rivalry  between  the  two  super- 
powers. But  it  is  not  appropriate  today,  when  existing  states  and 
empires  are  breaking  down  and  new  states  are  brought  into  exis- 
tence, many  of  which  do  not  really  qualify  as  states.  We  need  a 
totally  different  conceptual  framework  for  dealing  with  this  situa- 
tion, because  it  involves  not  only  relationships  between  states  but 
also  relationships  within  states,  or  what  used  to  be  states. 

It  is  the  characteristic  of  revolutions  that  people  do  not 
fully  understand  what  is  going  on;  that  is  why  events  spin  out  of 
control  and  the  prevailing  order  breaks  down.  There  is  no  doubt 
that  the  collapse  of  the  Soviet  system  amounts  to  a  revolution, 
and  this  fact  is  now  generally  recognized.  But  the  collapse  of  the 
Soviet  empire  has  also  brought  about  a  revolutionary  change  in 
the  prevailing  world  order  and  this  fact  is  not  properly  recog- 
nized. Indeed,  it  is  widely  ignored.  People  in  the  former  Soviet 
empire  cannot  help  being  aware  of  the  revolution,  but  people  in 
the  Western  world  have  not  been  so  directly  affected.  The  Foreign 
Ministry  of  the  former  Soviet  Union  did  produce  some  new  think- 
ing, even  if  it  was  rendered  irrelevant  by  subsequent  events;  but 
our  State  Department  has  done  practically  no  new  thinking  at  all. 
Unless  we  develop  a  new  frame  of  reference,  the  world  order  that 
prevailed  since  the  Second  World  War  is  likely  to  be  followed  by 
world  disorder. 

A  Conceptual  Framework 

I  should  like  to  put  before  you  a  conceptual  framework  in 
terms  of  which  the  present  situation  can  be  understood.  It  has 
two  major  components:  one  is  a  theory  of  history,  with  particular 
reference  to  revolutionary  change,  and  the  other  is  a  distinction 
between  open  and  closed  societies.  The  two  elements  are  inter- 
connected ~  they  share  the  same  philosophical  foundations  ~  but 
the  connection  is  not  very  strong.    It  is  possible  to  distinguish 
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between  open  and  closed  societies,  as  Karl  Popper  did,  without 
any  insight  into  the  process  of  revolutionary  change;  and  it  is  pos- 
sible to  use  my  theory  of  history  without  introducing  the  concepts 
of  open  and  closed  societies  as  I  myself  have  done  in  my  dealings 
in  financial  markets.  But,  at  the  present  moment  in  history,  I  find 
the  combination  of  the  two  elements  particularly  revealing. 

I  put  forward  my  conceptual  framework  with  some  trepi- 
dation. For  one  thing,  it  is  not  fully  developed.  For  another,  it 
would  take  more  than  a  few  minutes  to  propound  it  properly.  But 
I  must  make  the  attempt  because  I  have  used  it  and  it  works  — 
and  I  have  been  repeatedly  surprised  at  how  different  it  is  from 
the  way  most  people  think. 

A  Theory  of  Revolutionary  Change 

My  theory  of  history  is  based  on  the  recognition  that  our 
understanding  of  the  world  in  which  we  live  is  inherently  imper- 
fect. We  have  to  act  without  full  knowledge  of  the  facts  because  the 
facts  are  created  by  our  decisions.  There  can  be  no  correspondence 
between  our  view  of  the  world  and  the  actual  state  of  affairs, 
because  the  actual  state  of  affairs  is  not  independently  given  and 
our  view  of  the  world  has  nothing  definite  to  correspond  to. 
Therefore,  there  must  always  be  a  discrepancy  between  the  partici- 
pants' thinking  and  the  actual  state  of  affairs  and  that  discrepancy 
provides  the  key  to  understanding  the  course  of  history. 

There  are  times  when  the  discrepancy  is  relatively  minor, 
and  there  is  a  tendency  towards  convergence  between  people's 
views  and  the  actual  state  of  affairs.  That  is  the  case  when  pre- 
vailing institutions  are  flexible  enough,  so  that  they  can  be  adjust- 
ed to  meet  people's  desires,  and  there  are  critical  processes  at 
work  which  bring  people's  thinking  in  line  with  practical  possibil- 
ities. In  these  near-equilibrium  conditions,  the  discrepancy  does 
not  influence  the  course  of  events  to  any  great  extent  and  it  can  be 
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safely  neglected.  It  is  in  these  conditions  that  the  timelessly  valid 
generalizations  of  economic  theory,  perfect  competition,  efficient 
markets,  the  discounting  of  future  expectations,  are  relevant. 

But  there  are  times  when  the  discrepancy  between  percep- 
tion and  reality  is  very  wide  and  shows  no  tendency  towards 
convergence.  On  these  occasions,  the  course  of  events  follows  a 
totally  different  pattern  and  the  normal  rules  do  not  apply.  These 
far-from-equilibrium  conditions  arise  at  the  two  extremes  of 
changelessness  or  rigidity  on  the  one  hand,  and  changeability  or 
instability  on  the  other. 

The  Soviet  system  under  Stalin  was  a  good  example  of  the 
first  kind  of  extreme,  where  the  Bolshevik  dogma  was  extremely 
rigid  and  incapable  of  modification.  Society  itself  was  highly 
regulated  and  frozen  into  inactivity.  Yet  there  was  an  enormous 
gap  between  the  prevailing  dogma  and  reality,  with  absolutely  no 
tendency  for  the  two  of  them  to  come  closer  together.  If  anything, 
they  drifted  further  apart  as  the  outside  world  continued  to  evolve. 

The  progressive  collapse  of  the  Soviet  system  after  1987  is 
a  very  good  example  of  the  second  kind  of  extreme,  where  the 
participants'  thinking  failed  to  keep  up  with  the  changes  that 
were  occurring  in  the  real  world  and,  because  of  the  large  diver- 
gence at  a  time  of  rapid  change,  events  spun  out  of  control.  There 
was  a  catastrophic  acceleration  in  the  pace  of  events  and  a  break- 
down and  disintegration  which  has  perhaps  not  yet  reached  its 
climax.  It  is  impossible  to  foretell  how  far  it  may  go.  I  have  been 
speaking  of  a  "black  hole"  and  there  can  be  little  doubt  that  we 
came  close  to  it  on  Sunday  night,  October  3rd.  Indeed,  it  was 
only  the  prospect  of  that  "black  hole"  that  finally  convinced  the 
army  to  intervene  at  2:00  a.m.  Monday  morning.  It  is  possible 
that,  in  retrospect,  this  may  have  proved  to  be  the  turning  point  in 
the  process  of  disintegration;  but  it  is  also  possible  that  it  was  only 
a  temporary  resistance  point  in  a  trend  that  has  not  yet  run  its 
course. 
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I  have  made  a  special  study  of  these  conditions  of  dynam- 
ic disequilibrium,  both  in  the  financial  markets  and  in  other  set- 
tings. I  find  the  boom/bust  pattern  that  is  common  in  financial 
markets  also  very  helpful  in  understanding  the  rise  and  fall  of  the 
Soviet  system.  But,  of  course,  one  must  not  apply  the  pattern 
uncritically. 

I  shall  not  go  into  the  details  of  my  theory.  The  most 
important  point  I  want  to  make  about  the  boom/bust  pattern  is 
that  it  is  a  time-bound,  one-directional  process  but  it  is  open- 
ended  and  also  characterized  by  discontinuities.  That  is  to  say,  a 
prevailing  trend  can  be  reversed  at  any  time;  indeed,  an  eventual 
trend  reversal  is  an  integral  part  of  the  boom /bust  pattern  and 
the  point  at  which  the  trend  is  reversed  is  not  determined  in 
advance.  Indeed,  in  the  financial  markets,  for  every  boom/bust 
pattern  that  becomes  fully  developed,  a  great  many  are  aborted  in 
the  early  stages. 

Another  important  feature  of  the  boom/bust  pattern  is 
that  it  is  asymmetrical.  The  boom  is  drawn  out,  the  bust  is  con- 
densed. It  is  the  lack  of  time  that  makes  the  bust  so  violent. 
Events  happen  so  fast  that  it  is  very  difficult  to  adjust  one's  think- 
ing and  behavior  to  changing  circumstances.  Policies  which 
would  have  been  appropriate  in  the  early  stages  are  ineffective  or 
counterproductive  at  another.  This  can  be  very  disorienting, 
especially  when  people  do  not  recognize  a  distinction  between 
near-equilibrium  and  far-from-equilibrium  conditions. 

Open  and  Closed  Societies 

This  brings  me  to  the  second  part  of  my  conceptual  frame- 
work. To  understand  the  current  situation,  I  contend  that  it  is 
very  useful  to  draw  a  distinction  between  open  and  closed  soci- 
eties. The  distinction  is  based  on  the  same  philosophical  founda- 
tions as  my  theory  of  history,  namely,  that  participants  act  on  the 
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basis  of  imperfect  understanding.  Open  society  is  based  on  the 
recognition  of  this  principle  and  closed  society  on  its  denial.  In  a 
closed  society,  there  is  an  authority  which  is  the  dispenser  of  the 
ultimate  truth;  open  society  does  not  recognize  such  authority 
even  if  it  recognizes  the  rule  of  law  and  the  sovereignty  of  the 
state.  The  state  is  not  based  on  a  dogma  and  society  is  not  domi- 
nated by  the  state.  The  government  is  elected  by  the  people  and  it 
can  be  changed.  Above  all,  there  is  respect  for  minorities  and 
minority  opinions. 

I  think  the  distinction  between  open  and  closed  societies  is 
more  revealing  in  the  present  situation  than  the  Cold  War  distinc- 
tion between  communism  and  the  free  world,  because  it  allows  us 
to  see  the  Soviet  system  as  just  one  particular  form  of  closed  soci- 
ety. The  important  thing  to  recognize  is  that  an  open  society  is  a 
more  advanced,  more  sophisticated  form  of  social  organization 
than  a  closed  society.  In  a  closed  society,  one  particular  point  of 
view  prevails;  but  in  an  open  society,  every  citizen  is  both  allowed 
and  required  to  have  his  own  point  of  view.  This  means  that  an 
open  society  is  both  more  desirable  and  more  vulnerable.  While  a 
closed  society  may  expend  practically  all  its  energies  on  maintain- 
ing the  existing  order,  an  open  society  takes  a  state  of  law  for 
granted  and  builds  a  complex  structure  of  institutions  on  top  of  it 
capable  of  producing  wealth,  prosperity  and  progress.  The  struc- 
ture cannot  evolve  if  the  proper  foundations  are  missing,  and  it 
can  collapse  if  the  foundations  are  disturbed. 

A  Diagnosis  of  the  Present  Situation 

The  Soviet  system  was  a  universal  closed  society  because 
communism  was  a  universal  dogma.  But  the  system  has  broken 
down  and  communism  as  a  dogma  is  well  and  truly  dead.  There 
was  a  chance,  at  the  early  stages  of  the  breakdown,  to  make  the 
transition  to  a  universal  open  society;  but  that  would  have 
required  a  major  effort  on  the  part  of  the  free  world  and  the  effort 
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was  not  forthcoming.  Therefore,  that  option  is  no  longer  open. 
The  universal  closed  society  held  together  by  communist  dogma 
has  broken  down  into  its  territorial  components.  Some  parts,  like 
Poland  and  Hungary,  are  making  progress  towards  a  more  open 
society;  but  even  these  countries  tend  to  fall  back  on  what  pre- 
vailed before  the  communist  regime.  Other  parts  are  reconstitut- 
ing themselves  as  more  or  less  closed  societies,  or  they  just  contin- 
ue to  disintegrate. 

To  constitute  a  closed  society,  you  need  to  mobilize  society 
behind  the  state.  Since  communism  is  dead  and  universal  ideolo- 
gies are  generally  discredited,  a  closed  society  needs  to  be  based 
on  a  national  or  ethnic  principle.  To  establish  such  a  principle, 
you  need  an  enemy;  if  you  don't  have  one,  you  need  to  invent  it. 
In  the  post-communist  world,  you  don't  need  to  go  very  far  to 
find  an  enemy  because  communism  generally  neglected  or 
oppressed  national  aspirations. 

Milosevic  has  provided  the  new  paradigm:  as  head  of  the 
Communist  Party  in  Serbia,  he  decided  to  change  horses,  and  he 
discovered  that  nationalism  is  a  much  more  vigorous  animal  than 
communism.  He  became  popular  when  he  asserted  Serbian 
supremacy  over  Kosovo  in  a  speech  he  delivered  April  24, 1987  at 
Kosovo  Polje.  Events  might  have  taken  a  different  course  if  the 
economic  reforms  introduced  by  the  Federal  Prime  Minister,  Ante 
Markovic,  on  January  1,  1990  (the  same  date  as  the  "big  bang"  in 
Poland),  had  born  fruit.  At  first,  the  stabilization  program  was 
even  more  successful  than  in  Poland,  but  in  the  course  of  the 
Serbian  elections,  Milosevic  raided  the  Federal  treasury  and 
destroyed  the  stability  of  the  currency.  From  then  on,  he  set  the 
agenda.  The  Western  powers  and  the  international  community 
committed  a  number  of  egregious  errors  in  dealing  with  the 
Yugoslav  situation  but,  in  retrospect,  it  is  clear  that  the  disintegra- 
tion of  Yugoslavia  would  have  been  difficult  to  prevent  even  if  the 
Western  powers  had  done  everything  right.  The  ease  with  which 
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Milosevic  destroyed  the  economic  reforms  instituted  by  Markovic 
proves  the  point:  open  society  is  a  delicate  construct  which  it  is 
easier  to  destroy  than  to  develop. 

This  conceptual  framework  seems  to  provide  a  fairly  accu- 
rate diagnosis  of  the  situation.  The  trend  is  set  in  the  direction  of 
nationalist  dictatorships  and  /or  economic  collapse,  with  the  rise 
of  nationalism  hastening  the  economic  breakdown  and  the  break- 
down eventually  leading  to  the  rise  of  a  military  strongman 
espousing  nationalist  principles.  This  sequence  of  events  is  not 
inevitable  but  it  would  require  resolute  action  to  avoid  it. 

Milosevic,  on  his  own,  does  not  constitute  a  security  threat 
to  Europe  or  to  the  rest  of  the  world;  but  nationalist  dictatorships 
do.  That  is  the  point  that  European  statesmen  who  are  set  on 
appeasing  Milosevic  fail  to  understand.  Already  Serbia  has  a 
worthy  counterpart  in  Croatia.  Croatian  forces  recently  commit- 
ted a  massacre  in  a  Bosnian  village,  provoking  retaliation  by 
Bosnian  Moslem  forces;  the  effect  is  to  force  Bosnian  Croats  to  flee 
from  areas  where  they  are  in  a  minority  to  areas  held  by  Croat 
forces,  thereby  constituting  a  majority  there. 

It  is  very  tempting  to  appeal  to  nationalist  emotions  in 
order  to  divert  attention  from  economic  failure.  Meciar  is  doing  it 
right  now  in  Slovakia.  Iliescu  in  Romania  relies  on  extreme 
nationalists  for  his  parliamentary  majority,  and  Antall  in  Hungary 
flirted  with  doing  so.  But,  paradoxically,  when  economic  disinte- 
gration is  too  advanced,  it  may  be  too  late  to  mobilize  society 
behind  a  national  cause.  That  was  certainly  the  case  in  Ukraine, 
where  Kravchuk  tried  to  play  the  nationalist  card  in  connection 
with  the  Black  Sea  Fleet  but  failed,  and  it  may  also  be  true  of 
Russia.  If  that  is  so,  the  danger  of  a  nationalist  dictatorship 
emerging  in  Russia  ~  which  is,  after  all,  the  most  important  coun- 
try from  a  security  point  of  view  —  will  be  the  greatest  after  the 
economy  has  stabilized. 
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It  is  still  possible  to  avert  the  danger,  but  who  is  going  to 
make  the  effort?  That  is  where  my  conceptual  framework  fails  to 
provide  an  answer.  The  so-called  free  world  failed  to  rise  to  the 
challenge  when  it  would  have  been  possible  to  set  in  motion  a 
trend  towards  an  open  society.  Why  should  it  do  anything  now, 
when  events  are  clearly  going  in  the  wrong  direction  and  the  free 
world  has  increasing  problems  of  its  own? 

The  Need  for  Collective  Security 

We  did  not  oppose  the  Soviet  Union  because  it  was  a 
closed  society,  but  because  it  posed  a  threat  to  our  existence.  That 
threat  has  now  disappeared  and  it  is  difficult  to  justify  any  kind  of 
intervention  ~  whether  it  is  political,  economic  or  military  ~  on 
the  grounds  of  national  self-interest.  It  is  true  that  the  danger  of 
some  kind  of  nuclear  disaster  remains,  but  it  concerns  the  rest  of 
the  world  at  least  as  much  as  it  concerns  us.  Therefore,  the  only 
basis  for  action  is  collective  security.  And  that  is  where  the  prob- 
lem lies.  The  collapse  of  the  Soviet  empire  has  created  a  collective 
security  problem  of  the  utmost  gravity.  Without  a  new  world 
order,  there  will  be  disorder;  that  much  is  clear.  But  who  will  act 
as  the  world's  policeman?  That  is  the  question  that  needs  to  be 
answered. 

The  United  States,  as  the  remaining  superpower,  is 
weighed  down  by  domestic  difficulties  which  derive,  at  least  par- 
tially, from  the  burdens  of  being  a  superpower.  We  are  not  like 
England  in  the  nineteenth  century  which,  as  the  main  beneficiary 
of  the  world  trading  system,  could  afford  to  maintain  a  fleet  in 
being  that  could  be  sent  to  distant  trouble  spots.  There  is  a  dis- 
crepancy between  the  needs  of  the  world  for  a  new  world  order 
and  the  national  self-interest  of  the  United  States.  The  United 
States  cannot  be  expected  to  act  on  its  own.  Can  it  act  in  concert 
with  others? 
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Let  us  take  a  look  at  Europe.  Europe  has  responded  to  the 
Soviet  collapse  and  the  reunification  of  Germany  by  accelerating 
the  integration  of  the  European  Community.  But  the  reunification 
of  Germany  created  a  dynamic  disequilibrium  in  the  European 
Monetary  System  and  the  attempt  to  establish  a  common 
European  foreign  policy  came  a  cropper  in  Yugoslavia.  As  I  have 
explained  on  a  different  occasion*,  the  Maastricht  Treaty  turned 
into  a  boom/bust  sequence  which  is  now  self-reinforcing  in  the 
negative  direction.  How  far  the  process  of  disintegration  will  go 
is  impossible  to  say,  but  it  may  go  much  further  than  currently 
anticipated  unless  resolute  action  is  taken  to  reverse  it. 

The  United  Nations  might  have  become  an  effective  orga- 
nization if  it  were  under  the  leadership  of  two  superpowers  coop- 
erating with  each  other.  As  it  is,  the  United  Nations  has  already 
failed  as  an  institution  which  could  be  put  in  charge  of  U.S. 
troops.  This  leaves  NATO  as  the  only  institution  of  collective 
security  that  has  not  failed,  because  it  has  not  been  tried.  NATO 
has  the  potential  of  serving  as  the  basis  of  a  new  world  order  in 
that  part  of  the  world  which  is  most  in  need  of  order  and  stability. 
But  it  can  do  so  only  if  its  mission  is  redefined.  There  is  an  urgent 
need  for  some  profound  new  thinking  with  regard  to  NATO. 

The  Future  of  NATO 

The  original  mission  was  to  defend  the  free  world  against 
the  Soviet  empire.  That  mission  is  obsolete;  but  the  collapse  of  the 
Soviet  empire  has  left  a  security  vacuum  which  has  the  potential 
of  turning  into  a  "black  hole."  This  presents  a  different  kind  of 
threat  than  the  Soviet  empire  did.  There  is  no  direct  threat  from 
the  region  to  the  NATO  countries;  the  danger  is  within  the  region, 
and  it  concerns  conditions  within  states  as  much  as  relationships 
between  states.  Therefore,  if  NATO  has  any  mission  at  all,  it  is  to 
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project  its  power  and  influence  into  the  region,  and  the  mission  is 
best  defined  in  terms  of  open  and  closed  societies. 

Closed  societies  based  on  nationalist  principles  constitute 
a  threat  to  security  because  they  need  an  enemy,  either  outside  or 
within.  But  the  threat  is  very  different  in  character  from  the  one 
NATO  was  constructed  to  confront,  and  a  very  different  approach 
is  required  to  combat  this  threat.  It  involves  the  building  of 
democratic  states  and  open  societies  and  embedding  them  in  a 
structure  which  precludes  certain  kinds  of  behavior.  Only  in  case 
of  failure  does  the  prospect  of  military  intervention  arise.  The 
constructive,  open  society  building  part  of  the  mission  is  all  the 
more  important  because  the  prospect  of  NATO  members  inter- 
vening militarily  in  this  troubled  part  of  the  world  is  very  remote. 
Bosnia  is  ample  proof. 

Partnership  For  Peace  —  as  proposed 

Unfortunately,  the  American  proposal  for  the  forthcoming 
NATO  summit,  the  so-called  Partnership  For  Peace,  does  not  deal 
with  this  issue  at  all.  It  is  a  very  narrow,  technical  proposal  for 
holding  common  exercises  and  otherwise  preparing  for  possible 
future  cooperation  with  member  countries  of  the  former  Warsaw 
Pact.  The  scope  of  possible  future  cooperation  is  described  as 
peace-keeping,  crisis  management,  search-and-rescue  missions, 
and  disaster  relief.  While  useful  as  far  as  it  goes,  it  fails  to  address 
the  conflicting  security  needs  of  the  countries  concerned. 

The  countries  of  Central  Europe  are  clamoring  for  full 
membership  of  NATO  as  soon  as  possible,  preferably  before 
Russia  recovers.  Russia  objects,  not  because  it  harbors  any 
designs  on  its  former  empire  but  because  it  sees  no  advantage  in 
consenting.  Its  national  pride  has  been  hurt  and  it  is  sick  and 
tired  of  making  concessions  without  corresponding  benefits. 
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The  Partnership  For  Peace,  far  from  being  the  product  of 
profound  new  thinking,  is  a  rather  superficial  attempt  to  paper 
over  the  differences  by  making  an  overture  to  all  the  former  mem- 
bers of  the  Warsaw  Pact  indiscriminately,  while  leaving  the 
prospect  of  some  countries  joining  NATO  deliberately  vague.  It 
may  end  up  engendering  more  conflicts  than  it  resolves. 

This  is  a  great  pity  because  the  conflicts  could  be  easily 
avoided  if  the  real  needs  of  the  region  were  addressed.  The 
primary  need  is  for  constructive  engagement  in  the  transition  to 
democratic,  market-oriented,  open  societies.  This  requires  an 
association  or  alliance  which  goes  far  beyond  military  matters 
and  contains  a  significant  element  of  economic  assistance.  Both 
the  military  and  the  economic  aspects  of  the  alliance  have  to  relate 
to  internal  political  developments  within  states  as  much  as  to 
relationships  between  states,  because  peace  and  security  in  the 
region  depend  first  and  foremost  on  a  successful  transition  to 
open  society. 

A  Real  Partnership  For  Peace 

The  mission  of  this  new  kind  of  alliance  is  so  radically  dif- 
ferent from  the  original  mission  of  NATO  that  it  cannot  be 
entrusted  to  NATO  itself.  If  it  were,  it  would  change  NATO  out  of 
all  recognition.  A  different  kind  of  organization  is  needed,  and 
the  proposed  Partnership  For  Peace  could  be  that  organization. 

The  Partnership  For  Peace  would  not  contain  any  of  the 
automatic  guarantees  which  have  given  NATO  its  clout.  In  the 
current  unstable  conditions,  that  would  be  unthinkable.  Its  main 
task  would  be  to  help  with  the  process  of  transformation  into  open 
societies.  For  that  purpose  it  must  lay  the  emphasis  on  the  politi- 
cal and  economic  aspects  of  the  transformation. 
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In  order  to  have  any  clout  at  all,  the  Partnership  for  Peace 
must  have  a  structure  and  a  budget.  That  is  what  NATO  could 
bring  to  the  table. 

NATO  has  a  unified  command  structure  which  brings 
together  the  United  States  and  Western  Europe.  There  are  great 
advantages  in  having  such  a  strong  Western  pillar:  it  leads  to  a 
lopsided  structure  firmly  rooted  in  the  West.  This  is  as  it  should 
be  since  the  goal  is  to  reinforce  and  gratify  the  desire  of  the  region 
for  joining  the  open  society  of  the  West. 

It  would  be  an  express  condition  of  membership  in  the 
Partnership  for  Peace  that  NATO  is  free  to  invite  any  member 
country  to  join  NATO.  This  would  avoid  any  conflict  that  could 
arise  either  from  the  enlargement  of  NATO  against  the  wishes  of 
Russia  or  from  giving  Russia  veto  over  NATO  membership.  The 
specter  of  the  past  looms  large:  one  must  avoid  the  suspicion  of 
either  a  new  "cordon  sanitaire"  or  a  new  Yalta.  A  Partnership  For 
Peace  along  the  lines  outlined  here  would  avoid  both  suspicions. 
It  must  be  attractive  enough  to  induce  Russia  to  subscribe.  It  if 
does,  there  is  nothing  to  prevent  countries  like  Poland,  the  Czech 
Republic  and  Hungary  from  being  admitted  to  some  form  of 
membership  in  NATO,  the  character  of  which  would  depend  on 
their  internal  development. 

The  budget  of  the  Partnership  for  Peace  must  come  out  of 
the  NATO  budget.  There  may  be  some  elements  in  the  military- 
industrial  complex  that  may  object  to  such  a  re-allocation  of 
resources,  and  they  have  a  strong  argument  in  their  favor:  if  noth- 
ing is  done  on  the  economic  and  political  front,  defense  budgets 
will  soon  have  to  be  increased  rather  than  reduced;  but  if  the 
Partnership  For  Peace  is  successful,  a  more  than  proportional 
reduction  in  defense  budgets  could  be  sustained.  It  is  on  this 
issue  that  political  leadership  must  be  brought  to  bear. 
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There  is  a  clear  and  present  danger  to  our  collective  securi- 
ty. The  Yugoslav  experience  has  shown  that  military  intervention 
is  not  a  viable  option.  Therefore  the  only  way  to  deal  with  it  is  by 
constructive  engagement,  including  economic  aid.  But  economic 
aid  does  cost  money  and  the  money  can  only  be  found  in  the 
defense  budgets.  It  should  still  produce  a  net  reduction  in 
defense  expenditures. 

The  countries  of  Europe  must  bear  a  larger  share  of  the 
cost  and  have  a  correspondingly  larger  say  in  NATO.  Economic 
aid  to  Eastern  Europe  would  provide  a  much  needed  stimulus  to 
the  depressed  European  economies.  The  fact  that  the  present 
command  structure  of  NATO  is  too  lopsided  in  favor  of  the 
United  States  is  well  recognized  by  all  parties;  making  NATO  the 
pillar  of  the  Partnership  For  Peace  would  hasten  the  process  of 
adjustment.  Specifically  it  should  induce  France  to  re-enter  as  a 
full  member.  That  would  serve  as  the  test  of  the  success  of  its 
internal  reorganization. 

There  is  only  one  deficiency  in  this  design:  it  leaves  Japan 
out  of  account.  Japan  should  be  asked  to  join  NATO.  Then  we 
would  have  the  beginnings  of  an  architecture  for  a  new  world 
order.  It  is  based  on  the  United  States  as  the  remaining  super- 
power and  on  open  society  as  the  organizing  principle.  It  consists 
of  a  series  of  alliances,  the  most  important  of  which  is  NATO  and, 
through  NATO,  the  Partnership  For  Peace  which  girds  the 
Northern  Hemisphere.  The  United  States  would  not  be  called 
upon  to  act  as  the  policeman  of  the  world.  When  it  acts,  it  would 
act  in  conjunction  with  others.  Incidentally,  the  combination  of 
manpower  from  Eastern  Europe  with  the  technical  capabilities  of 
NATO  would  greatly  enhance  the  military  potential  of  the 
Partnership  because  it  would  reduce  the  risk  of  bodybags  for 
NATO  countries,  which  is  the  main  constraint  on  their  willingness 
to  act.  This  is  a  viable  alternative  to  the  looming  world  disorder. 


15 


273 


Problems  of  Economic  Assistance 

It  should  be  recognized  that  providing  economic  assis- 
tance to  the  former  Soviet  Union  has  been  an  unmitigated  failure. 
I  like  to  divide  the  history  of  Western  assistance  into  three  phases: 
first,  when  Western  assistance  should  have  been  promised  but 
was  not;  second,  when  it  was  promised  but  it  was  not  delivered; 
and  third,  when  it  is  delivered  but  it  does  not  work.  We  are  now 
entering  the  third  phase. 

One  of  the  reasons  for  the  failure  is  that  each  donor  coun- 
try is  acting  on  its  own  and  is  guided  by  its  own  interests  and  not 
that  of  the  recipients.  In  my  foundation,  we  describe  Western 
assistance  to  the  formerly  communist  countries  as  the  "last  bas- 
tion of  the  command  economy."  That  may  be  unavoidable,  but  at 
least  there  ought  to  be  a  unified  command.  In  this  respect,  NATO 
offers  a  better  culture  than  the  European  Commission  which  has 
been  put  in  charge  of  coordinating  economic  assistance.  The  G-7 
ought  to  have  developed  a  command  structure  for  dealing  with 
economic  aid  to  the  former  Soviet  Union,  but  did  not.  There  is 
much  to  be  gained  from  giving  the  task  to  the  Partnership  For 
Peace.  For  one  thing,  it  would  put  the  emphasis  on  conflict  pre- 
vention rather  than  intervention;  for  another,  it  would  put  the 
economic  cost  in  the  context  of  the  gain  in  security.  Incidentally,  it 
would  focus  attention  on  the  constituency  in  the  former  Soviet 
Union  which  is  the  most  important  from  a  security  point  of  view, 
namely  the  military.  In  current  economic  conditions,  even  very 
small  expenditures  benefitting  the  military  would  have  a  major 
effect  in  their  attitude  and  behavior. 

A  strong  case  can  be  made  that  economic  assistance  to 
Russia  and  the  other  newly  independent  states  is  justified  only  in 
the  context  of  a  Partnership  For  Peace.  If  my  earlier  analysis  is 
correct,  the  danger  of  nationalist  dictatorships  arising  is  the  great- 
est after  the  economy  has  stabilized.  It  is  imperative  to  create  a 
structure  that  obviates  the  danger. 
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Economic  Cooperation 

The  multilateral  structure  of  the  Partnership  would  be 
particularly  useful  in  reestablishing  economic  ties  among  the 
member  countries  of  the  former  Soviet  Union.  There  is  an  urgent 
need  for  some  kind  of  economic  union  because  the  Soviet  econo- 
my was  totally  centralized  with  very  little  redundancy  built  into 
the  system  and  if  the  lifelines  are  cut,  individual  countries  bleed 
to  death,  as  the  example  of  Ukraine  demonstrates.  But  the  newly 
independent  states  justly  fear  the  prospect  of  renewed  domina- 
tion by  Moscow  and  Western  participation  could  allay  their  fears. 

Perhaps  the  greatest  accomplishment  of  the  Marshall  Plan 
was  that  it  fostered  European  cooperation.  The  need  for  coopera- 
tion among  the  formerly  communist  countries  is  even  greater 
than  it  was  in  post-war  Europe  and  it  is  in  this  field  that  the 
Partnership  For  Peace  could  make  its  greatest  contribution  to 
security.  But  the  reform  and  reconstruction  of  economic  ties 
among  the  formerly  communist  countries  should  not  be  pursued 
at  the  expense  of  their  integration  into  the  European  economy. 
Countries  like  Hungary  have  almost  completely  broken  their 
dependence  on  the  Soviet  market;  they  need  better  access  to 
European  markets  more  than  any  other  form  of  economic  assis- 
tance. By  allowing  differentiated  treatment,  including  member- 
ship in  the  European  Union  and  NATO,  the  Partnership  For  Peace 
should  help  fulfill  their  aspirations. 

Conclusion 

I  realize  that  the  mood  in  the  NATO  member  countries  is 
not  favorable  for  the  kind  of  radical  new  departure  I  advocate. 
But  at  least  the  need  for  it  is  recognized;  otherwise,  the  paltry 
measures  offered  by  the  U.S.  administration  would  not  have  been 
named  "Partnership  For  Peace." 
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I  am  convinced  that  the  kind  of  Partnership  For  Peace  I 
outlined  here  is  feasible.  It  would  be  welcomed  by  both  Russia 
and  the  other  newly  independent  states,  as  well  as  the  countries 
of  Central  Europe.  It  would  be  far  cheaper  than  allowing  the 
incipient  world  disorder  to  develop  unhindered.  It  would  change 
the  course  of  history  for  the  better. 

There  is  little  time  left  before  the  January  NATO  summit 
and  President  Clinton's  visit  to  Moscow.  Nevertheless,  I  hope  that 
my  proposal  will  receive  serious  consideration. 

George  Soros 
29  November  1993 


18 


276 

CAXTON  CORPORATION 


April  11,  1994 

The  Honorable  Henry  B.  Gonzalez 

Chairman 

U.S.  House  of  Representatives 

Committee  on  Banking,  Finance  and  Urban  Affairs 

2129  Ray  burn  House  Office  Building 

Washington,  DC  20515-6050 

Dear  Mr.  Chairman: 

Outlined  below  is  Caxton  Corporation's  response  to  your  questions  regarding  the  House 
-Banking  Committee's  hearing  to  explore  safety  and  soundness  issues  related  to  bank 
exposure  to  hedge  funds. 

Question  1:   What  is  a  hedge  fund  and  how  is  a  hedge  fund  regulated? 

There  is  no  generally  accepted  definition  of  a  "hedge  fund."  For  a  recent  discussion  of 
the  definition  of  the  term  "hedge  funds"  and  of  their  regulation,  see  Department  of  the 
Treasury,  Securities  and  Exchange  Commission,  and  Board  of  Governors  of  the  Federal 
Reserve  System,  Joint  Report  on  the  Government  Securities  Market.  January  1992. 
("The  term  "hedge  funds"  does  not  have  a  precise  definition...."  at  B-64).   Hedge  funds 
must  comply  with  all  regulations  governing  trading  in  markets  in  which  they  transact,  as 
must  all  other  investors.   Depending  on  an  individual  fund's  structure  and  domicile,  and 
the  domicile  of  its  investors,  it  may  be  subject  to  additional  regulation  by  the  United 
States  Securities  and  Exchange  Commission  and  by  the  Commodities  Futures  Trading 
Commission,  as  well  as  by  relevant  foreign  regulatory  authorities  and  relevant  state  law. 

Question  2:    Have  the  bank  regulatory  agencies  asked  for  information  from  your  fund? 
If  yes,  have  you  co-operated? 

The  Federal  Reserve  Bank  of  New  York  requires  all  "hedge  fund  managers"  who  manage 
a  U.S.  trading  concern  with  foreign  exchange  contracts  in  excess  of  $  1  billion  at  any 
quarter  end  to  file  a  quarterly  report.   The  initial  Caxton  USA  report  is  due  within  45 
calendar  days  of  March  31,  1994.  The  report  requires  foreign  exchange  futures,  forwards 
and  options,  foreign  currency  denominates  assets  and  liabilities  such  as  foreign  securities 
and  related  repurchase  agreements  and  cross-currency  interest  rate  swaps  to  be  reported 
in  five  specified  foreign  currencies  and  in  dollar  equivalents  for  all  other  currencies  as  of 
each  quarter  end. 

Question  3:    Please  provide  a  summary  of  the  types  of  services  that  financial  institutions 
provide  to  your  hedge  fund.   What  kind  of  financial  instruments  does  your 
hedge  fund  purchase  from  banks? 
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I  Services  provided  to  us  by  banks  and  other  financial  institutions  include:  (1)  the  clearing 
!  of  accounts  in  U.S.  and  foreign  currencies,  related  overdraft  lines,  and  electronic  transfer 
I  and  information  systems;  (2)  the  clearing  of  U.S.  and  foreign  government  securities, 

related  secured  financing  lines,  and  electronic  transfer  and  information  systems;  (3)  to 
j  the  extent  not  mentioned  above,  execution  and/or  clearing  of  each  of  the  instruments 
I  identified  in  the  next  sentence;  (4)  custody  of  U.S.  and  foreign  securities  and  various 
j  short-term  instruments  including  certificates  of  deposit,  time  deposits,  commercial  paper 

and  bankers  acceptances;  (5)  checking  and  interest-bearing  accounts;  and  (6)  market 
i  research  information.   Products  that  we  transact  from,  with  or  through  banks  and  bank 
affiliates  include:   (1)  various  short-term  financial  instruments  such  as  certificates  of 
deposit,  commercial  paper  and  bankers  acceptances;  (2)  spot  and  forward  foreign 
exchange  commitments;  .(3)  foreign  exchange  options;  (4)  domestic  and  international 
interest  rate  swaps;  (5)  United  States  and  foreign  government  securities  through 
purchases,  sales,  repurchase  agreements,  reverse  repurchase  agreements,  forward 
purchase  commitments,  and  forward  sale  commitments;  (6)  over-the-counter  options  on 
United  States  and  foreign  government  securities;  (7)  spot  and  commitments  in  precious 
metals;  (8)  futures  contracts;  (9)  equities,  corporate  debt  instruments,  and  options  on 
equities  and  corporate  debt  instruments. 

Question  4:    What  securities  laws  provisions  should  hedge  funds  be  exempt  from?   How 
would  increased  disclosure  of  hedge  funds  activities  affect  your  fund? 

Caxton  seeks  no  exemption  from  any  securities  law  provision  because  of  its  status  as  a 
"hedge  fund."  The  effect  of  increased  disclosure  would  depend  on  the  nature  of  the 
additional  disclosures  required. 

Question  5:    Would  bank  public  reporting  of  hedge  fund  exposure  inhibit  hedge  fund 
operations?   Please  explain. 

Banks  are  already  required  by  several  regulatory  agencies  to  report  fully  on  their 
financial  positions,  including  exposures  to  hedge  fund  operations.   Bank  public  reporting 
of  hedge  fund  exposure  is  subject  to  the  same  principles  and  standards  that  govern  bank 
public  reporting,  generally.  The  consequences  of  bank  public  disclosure  would  depend 
on  the  nature  of  the  disclosure. 

Question  6:    Please  provide  your  thoughts  on  placing  a  nominal  tax  on  each  derivative 
product  transaction. 

A  transactions  tax  on  derivative  products  or  on  other  financial  instruments  would  be 
exceedingly  difficult  to  implement,  would  likely  not  generate  anticipated  levels  of 
revenue,  would  cause  the  value  of  financial  assets  to  decline,  and  would  cause 
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transactions  and  markets  to  move  offshore.  There  is  a  substantial  literature  on  this 
subject,  including:   John  J.  McConnell,  Securities  Transaction  Taxes:    What  Would  Be 
Their  Effects  of  Investors  and  Portfolios?   (Purdue  University,  MidAmerica  Institute 
Research  Project,  1993);   William  Schwert  and  Paul  Seguin,  Securities  Transactions 
Taxes:   An  Overview  of  Costs.  Benefits  and  Unresolved  Questions  (Univ.  Rochester  and 
Univ.  Mich.,  1993);  Yakov  Amihud  and  Haim  Mendelson,  Transactions  Taxes  and  Stock 
Values.  (Stanford  Graduate  School  of  Business  and  N.Y.U.  Graduate  School  of  Business; 
Joseph  A.  Grundfest  and  John  B.  Shoven,  Adverse  Implications  of  a  Securities 
Transaction  Excise  Tax.  6  J.  Accounting,  Auditing  and  Finance  409-442  (Fall  1991). 


Section  2  Foreign  Exchange 

Question  1:   What  role  do  hedge  funds  play  in  the  foreign  exchange  markets? 

Hedge  funds  along  with  other  financial  institutions  buy  and  sell  foreign  exchange, 
providing  necessary  liquidity  for  an  orderly  market. 

Question  2:    What  role  do  derivative  products  play  in  the  foreign  exchange  market?  Has 
the  role  of  derivative  products  changed  and  do  you  foresee  future  changes 
in  the  use  of  derivatives. 

Derivative  products  play  a  valuable  role  in  the  foreign  exchange  markets.   They  improve 
risk  management  for  all  market  participants,  including  federally  insured  depository 
institutions,  importers,  exporters,  and  investors.  According  to  publicly  reported  data,  the 
size  of  the  derivative  products  market  has  increased  substantially  over  the  past  several 
years,  and  the  market  is  likely  to  continue  to  grow  in  size. 

Question  3:    Is  government  intervention  in  the  foreign  exchange  markets  effective? 

Should  governments  be  engaged  in  foreign  exchange  market  intervention? 

The  effectiveness  of  government  intervention  in  the  foreign  exchange  markets  is  a 
function  of  the  governments'  goals  and  objectives  in  intervening  in  those  markets.   Again, 
there  is  a  substantial  academic  literature  relevant  to  this  inquiry.   For  a  recent  survey  of 
relevant  literature  see  Hali  J.  Edison,  The  Effectiveness  of  Central-Bank  Intervention:   A 
Survey  of  the  Literature  After  1982.  special  Papers  in  International  Economics,  No.  18, 
Department  of  Economics,  Princeton  University  (July  1993).   See  also  Michael  T. 
Belongia,  Foreign  Exchange  Intervention  by  the  United  States:  A  Review  and 
Assessment  of  1985-89.  Federal  Reserve  Bank  of  St.  Louis  Review  32-51  (May /June 
1992). 
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Question  4:     In  your  opinion  are  the  foreign  exchange  markets  properly  regulated?  Are 
there  steps  that  the  Congress  or  U.S.  regulators  could  take  that  would 
make  the  foreign  exchange  market  more  efficient  or  better  regulated? 

The  foreign  exchange  markets  are  properly  regulated  and  we  are  aware  of  no  regulatory 
initiatives  that  would  make  these  markets,  already  the  world's  largest  and  most  liquid, 
and  already  subject  to  extensive  monitoring  and  intervention  by  the  world's  central 
banking  authorities,  more  efficient 

Question  5:    Is  it  possible  for  a  private  investor  such  as  yourself  to  amass  enough  capital 
to  manipulate  the  value  of  a  currency  such  as  the  Italian  lira,  British 
pound,  French  franc,  German  Deutscehmark,  Japanese  yen  or  the  U.S. 
dollar. 

Central  banks  are  by  far  the  largest  and  most  creditworthy  participants  in  the  world's 
currency  markets.  They  also  are  in  possession  of  information  that  is  not  available  to 
other  market  participants.   Scholarship  in  this  area  suggests  that  central  banks  have 
either  been  ineffective  in  attempting  to  manipulate  the  value  of  a  currency  away  from  its 
equilibrium  market  value  or  that  their  effectiveness  depends  on  whether  interventions 
are  sterilized,  or  on  whether  interventions  are  construed  as  signals  of  changes  in 
monetary  or  other  macroeconomic  policy  variables.  See  Response  to  Question  3,  above. 
It  follows  that  a  private  investor  which  has  neither  the  resources  nor  the  information,  nor 
the  ability  to  affect  or  signal  changes  in  monetary  policy  or  any  other  macroeconomic 
policy,  would  be  substantially  less  able  to  prevent  markets  from  reaching  equilibrium 
exchange  rate  values. 

Question  6:    Is  the  dollar  at  risk  of  losing  its  position  as  the  world's  pre-eminent 

currency?   What  factors  could  cause  the  dollar  to  lose  its  position  as  the 
world's  pre-eminent  currency? 

1  The  dollar  is  not  at  risk  of  losing  its  position  as  the  world's  pre-eminent  currency.  The 
prospect  of  excessive  and  protracted  inflation,  should  such  a  prospect  arise,  is  probably 
the  single  factor  most  likely  to  pose  a  threat  to  the  dollar's  pre-eminence. 

Sincerely, 

Peter  P.  D'Angelo 
President 
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April  13,  1994 

I.  Ezra  Zask  Associates.  Inc. 

Ezra  Zask  Associates,  Inc.  is  registered  with  the  Commodities  Futures  Trading 
Commission  as  a  Commodity  Trading  Advisor.  It  invests  in  the  currency,  interest  rate, 
equity  and  commodity  markets  using  cash,  futures  and  options  instruments  on  a 
leveraged  basis.  It  currently  manages  over  $160  million. 

The  main  investment  approach  of  EZ A,  Inc.  is  arbitrage  or  market-neutral  which  seeks  to 
simultaneously  invest  in  two  markets,  instruments  or  time  to  gain  from  temporary 
differences  in  price  which  do  not  reflect  the  underlying  long-term  value  of  these 
instruments  or  markets.  A  typical  investment  would  entail  investing  in  one  currency  (say 
German  marks)  and  selling  short  another  currency  (say  Japanese  yen)  in  order  to  take 
advantage  of  the  temporary  misplacing  of  these  assets.  Another  transaction  may  entail 
buying  crude  oil  and  selling  heating  oil  futures  to  take  advantage  of  the  decline  of 
heating  oil  prices  as  winter  passes. 

This  type  of  investment  style  is  typical  of  one  type  of  hedge  and  shows  the  diversity  of 
the  hedge  fund  community  in  terms  of  size  and  approach.  The  arbitrage  or  market- 
neutral  approach  of  EZA,  Inc.  performs  two  services: 

1.  It  brings  into  alignment  the  price  of  related  markets  whose  price  relationship 
has,  for  whatever  reason,  become  distorted 

2.  It  can  be  a  lower  risk  way  of  taking  market  positions  than  outright  purchase  or 
sale  of  assets. 

II.  The  Hedge  Fund  Universe 

A.  Definition  of  Hedge  Funds 

The  definition  of  a  hedge  fund  has  been  complicated  in  recent  years  as  more  and  more 
trading  firms  label  themselves  as  hedge  funds.  In  general,  a  hedge  fund  speculates  in  the 
financial  and  commodities  market  on  a  leveraged  basis.  Perhaps  the  best  way  to  define  a 
hedge  fund  is  to  examine  what  commonly  called  hedge  funds  actually  do,  and  to  contrast 
this  with  other  common  investment  pools,  notably  mutual  funds,  commodity  trading 
firms,  pension  funds,  insurance  companies  and  bank  trust  departments.  Thus,  hedge 
funds  are  private  investment  partnerships  or  off-shore  investment  corporations  who  may 
take  both  long  and  short  positions  in  both  the  cash  markets  and  with  derivative 


281 


Ezra  Zask  Associates,  Inc. 
April  18,  1994 

instruments;  Buy  liquid  assets  (such  as  equities,  bonds,  commodities  and  currencies)  and 
sell  derivatives  or  other  proxies  to  hedge  that  investment  and  use  complex  speculative 
trading  methods  to  maximize  returns  using  leveraged  strategies,  including  short-selling. 

Hedge  funds  were  initially  established  as  an  alternative  to  funds  that  could  only  invest  in 
equity  and  fixed  income  securities.  Hedge  funds,  in  contrast,  were  able  to  sell  (short) 
securities  as  a  hedge  of  long  (investment)  securities.  In  concept,  hedge  funds  attempted 
to  be  market  neutral  as  a  way  of  protecting  "investors  and  reducing  market  exposure. 
Over  time,  the  hedge  funds  began  to  take  long  and  short  positions  in  securities  not  as 
hedges,  but  as  a  way  of  taking  bets  on  various  markets.  Thus,  an  initial  strategy  which 
entailed  being  long  utility  bonds  and  short  municipal  bonds  evolved  over  time  into  a 
strategy  of  being  long  gold  and  short  cattle.    Furthermore,  they  began  to  venture  into 
various  commodities  and  futures  markets,  to  use  derivative  futures  and  options  products 
to  improve  returns,  and  to  increase  the  leveraging  of  their  positions. 

B.  Types  of  Hedge  Funds 

The  diversity  of  hedge  funds  is  shown  by  an  attempt  by  a  hedge  funds  industry 
publication,  the  Republic  New  York  Securities  Monthly  Hedge  Fund  Review,  to  break 
down  the  universe  of  hedge  funds  by  investment  style  as  follows:  growth,  value, 
opportunistic,  US  equity,  distressed  securities,  market  neutral,  macro-economic, 
international,  emerging  market,  convertible  arbitrage  and  short-only  hedge  funds. 
Another  industry  publication,  Managed  Account  Reports,  breaks  the  universe  of  hedge 
funds  into  the  following  categories:  Arbitrage,  Emerging  Markets,  Market  Neutral, 
Opportunistic,  Short-Selling,  Small  Cap,  Special  Situations,  Value,  and  Yield  Curve 
Arbitrage. 

C.  Organization  and  Comparison  .to  Other  Investment  Vehicles 

Hedge  funds  are  organized  as  private  investment  partnerships  for  US  investors  or  as  off- 
shore investment  companies  for  non-US  or  tax  exempt  investors.  Hedge  funds  require 
that  65%  of  investors  accredited  investors  who  have  a  net  worth  of  $1  million  or  annual 
incomes  greater  than  $200,000.  In  many  cases  the  hedge  fund  managers  are  the  fund's 
largest  investor.  In  order  to  be  considered  a  private  investment  partnership  (and  thus  be 
exempt  from  SEC  regulation)  hedge  funds  can  only  have  a  maximum  of  99  partners. 
They  typically  have  minimum  initial  investment  that  can  range  from  $25,000  to  $5 
million.  This  contrasts  with  futures  funds  and  mutual  funds  which  attract  a  broader 
clientele  than  hedge  funds  and  whose  typical  initial  investment  is  as  little  as 
$5,000.(Individual  Retirement  Accounts  are  permitted  to  invest  in  futures  funds.) 

The  distinction  between  hedge  funds  and  futures  funds  has  begun  blurring.  Both  types  of 
funds  are  actively  managed  and  tend  to  have  a  high  turnover.  Both  type  of  funds 
frequently  draw  upon  state  of  the  art  quantitative  techniques  and  cutting  edge  technology 
to  achieve  the  modem  portfolio  theory  command  of  diversification.  Finally,  both  use  the 
futures  and  cash  markets  on  a  leveraged  basis  to  achieve  high  returns. 
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D.  Concentration  and  Leverage 

The  hedge  fund  industry  is  highly  concentrated.  Informal  industry  estimates  suggest  there 
are  anywhere  between  800  and  3000  hedge  funds,  with  a  combined  total  of  as  much  as 
$100  billion  under  management.  However,  the  top  10-12  hedge  funds  are  thought  to 
manage  about  $30  billion.  The  Republic  New  York  Securities  Monthly  Hedge  Fund 
Review  (February  1994)  noted  that  the  15  largest  hedge  control  almost  half  of  the 
moneys  in  hedge  funds. 

The  leverage  of  these  funds  vary  from  anywhere  from  2x  to  20x,  which  is  similar  to  that 
of  the  futures  trading  industry  and  significantly  higher  than  mutual  funds,  pension  funds 
and  trusts. 

Relative  Performance  of  Hedge  Funds 

YEAR 

1993 

1992 

1991 

1990 

1989 

1988 

1987 

Source:  Republic  New  York  Securities  Monthly  Hedge  Review  , 
January  1994 

Industry  specialists  tracking  futures  funds  estimate  that  the  average  return  of  futures 
funds  varied  from  a  1 1 .5%  loss  in  1986  to  a  46.9%  return  in  1987. 

E.  Regulatory  Issues 

Hedge  funds  and  their  managers  may  be  regulated  by  the  SEC,  CFTC,  or  both.  Under 
section  13g  of  the  Securities  Exchange  Act  of  1934,  investment  managers  that  exercise 
discretion  over  equities  with  an  aggregate  value  over  $100  million  must  file  that 
information  with  the  SEC.  Hedge  funds  are  also  subject  to  anti-fraud  provisions  in  the 
Advisers  Act  that  prohibit  any  "fraudulent,  deceptive  or  manipulative  act,  practice  or 
course  of  action."  U.S.  based  hedge  fund  managers  who  trade  futures  in  their  portfolio 
are  required  to  register  as  commodity  pool  operators  with  the  CFTC.  (As  noted  above, 
hedge  funds  can  avoid  registration  as  investment  companies  under  the  1940  Investment 
Company  Act  by  limiting  investors  to  no  more  than  99  and  by  offering  their  products  as 
private  placements  without  advertising). 

Given  the  visibility  of  hedge  funds,  a  number  of  proposed  legislative  changes  are  under 
consideration.  Using  the  Market  Reform  Act  of  1990,  the  Securities  and  Exchange 
Commission  has  proposed  the  "large  trader  reporting  rule"  (rule  13  (h)(1).  which  would 
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allow  the  SEC  to  request  information  from  brokers  on  transactions  made  by  large  traders 
and  hedge  fund  managers.  A  similar  large  trading  rule  already  exists  in  the  futures 
markets,  under  the  jurisdiction  of  the  CFTC. 

Currently  hedge  funds  are  restricted  by  legislation  that  permits  a  maximum  of  99 
qualified  investors  in  any  unregulated  vehicle.  At  least  85%  of  those  investors  must  have 
personal  net  worth  of  at  least  $1  million  or  an  annual  income  in  excess  of  $200,000.  The 
Small  Business  Incentive  Act  proposes  to  alter  the  terms  for  qualification  as  an 
accredited  investor  in  an  exempt  investment  and  would  admit  any  individual  who  owns  at 
least  $10  million  in  securities.  While  this  is  much  higher  than  current  levels  the  bill 
envisages  that  the  funds  may  be  sold  to  an  unlimited  number  of  such  "sophisticated 
investors".  The  SEC  has  suggested  that  existing  limitations  on  participation  in  limited 
partnerships  "unnecessarily  frustrate  large-scale  capital  participation  by  sophisticated 
investors".  By  eliminating  the  limit  on  the  number  of  investors,  the  proposal  will 
encourage  participation  in  venture  capital  funds  and  increase  the  capital  available  for 
investment  in  small  business. 

Disclosure  to  Investors:  There  is  a  likelihood  that  the  Investment  Companies  Committee 
of  the  American  Institute  of  Certified  Public  Accountants  (AICPA)  will  force  greater 
disclosure  from  hedge  funds.  The  AICPA  has  asked  that  "significant  information  such  as 
the  investment  portfolio  should  be  required  for  the  fair  presentation  of  financial 
statements."  The  hedge  fund  industry  has  argued  that  high  net  worth  and  sophisticated 
investors  of  hedge  funds  neither  need  or  expect  such  detailed  reports  and  that  partners 
already  have  access  to  such  records.  A  likely  compromise  may  be  increased  disclosure 
without  a  detailed  schedule  of  investments.  For  example  a  condensed  schedule  for  each 
investment  constituting  more  than  5%  of  net  assets  and  summary  information  on 
investments  by  type  (common  and  preferred  stocks,  convertible  and  fixed  income 
securities,  options  purchased  and  options  written,  warrants,  futures,  short  sales,  etc.),  by 
industry  or  geographic  region. 

F.  Banking  Relations  and  Disclosure 

As  banks'  reliance  on  trading  income  has  increased,  they  have  attempted  to  increase  their 
activities  with  the  larger  trading  firms  in  all  markets,  including  hedge  funds.  While  some 
funds  may  get  lines  of  credit  from  financial  institutions,  most  of  the  leverage  (or  lending) 
is  inherent  in  the  instruments  hedge  funds  purchase  from  banks  including  repurchase 
agreements,  or  repos,  on  government  securities,  futures,  equity  and  fixed  income 
securities,  and  foreign  exchange  futures  and  options.  In  FX  Some  banks  have  provided 
totally  unsecured  trading  credit  lines,  while  the  standard  is  a  5%  margin.  As  for  the 
fund,  by  only  having  to  put  up  5%  of  the  amount  of  assets  the  hedge  funds  wants  to  buy, 
it  gets  a  leverage  of  20 — the  value  of  the  position  divided  by  the  amount  of  margin 
posted. 
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Limits  on  hedge  fund  lending  are  common  at  most  banks.  While  banks  don't  always 
monitor  hedge  funds'  trading  positions  on  a  daily  (much  less  an  intra-day)  basis,  they  do 
set  limits  on  the  amount  of  credit  extended  to  funds  as  a  group  much  as  they  do  on  loans 
to  emerging  nations  or  the  automotive  industry.  However,  most  bankers  sav  thev  can't 
really  ascertain  a  fund's  total  leverage,  which  is  one  reason  thev  try  to  collateralize 
credits.  The  value  of  the  collateral  changes  every  day  with  market  conditions 

The  trend  in  recent  years  has  been  towards  increased  bank  information  and  disclosure  on 
all  types  of  trading  and  derivatives  activities.  This  trend  comes  from  the  concern  of  the 
banking  industry,  its  regulators  and  central  banks  throughout  the  world  that  the  rapid 
growth  of  trading  and  derivatives  transactions  may  lead  to  problems  in  the  banking 
industry  and/or  the  financial.  The  Federal  Reserve  Bank  appears  to  be  planning  to  ask  for 
more  disclosure  on  the  banks'  derivatives  activities.  Central  banks  worldwide  have  been 
gathering  information  on  all  derivatives  users,  including  hedge  funds.  This  information 
has  led  to  some  useful  insights  into  bank  and  counterparty  risks  in  the  derivatives  area 
and  its  extension  to  the  hedge  funds  is  not  necessarily  detrimental  to  the  hedge  fund 
industry.  Disclosure  is  only  warranted  if  it  serves  to  help  banks  in  managing  their 
exposure  to  hedge  funds.  Furthermore,  disclosure  should  not  single  out  the  hedge  fund 
community.  Bank  exposure  in  the  trading  areas  is  broad-based  in  terms  of  instruments 
and  counterparties.  In  fact,  the  banks'  greatest  exposure  in  trading  and  derivatives  is  to 
other  banks. 

G.  Conclusion 

Hedge  funds  need  to  be  viewed  along  a  continuum  of  investment  vehicles  that  include 
pension  funds,  insurance  companies,  bank  trust  investment  departments,  security  firm 
futures  funds  and  mutual  funds.  In  essence,  each  of  these  vehicles  perform  the  same 
function:  They  serve  as  financial  intermediaries  between  investors  and  the  world's 
financial  marketplaces.  Much  as  corporations  bring  together  the  expertise  needed  to 
manufacture  and  market  products,  these  investment  vehicles  bring  together  the  expertise, 
professional  knowledge  and  research  needed  to  invest  in  the  global  markets.  These  funds 
fulfill  three  essential  functions:  First,  they  allow  investors  to  pool  their  resources  and 
obtain  the  economies  of  scale  to  invest  efficiently  in  a  wide  variety  of  markets;  Second, 
they  bring  needed  capital  to  far  corners  of  the  world  and,  third,  they  bring  liquidity 
needed  for  markets  to  function  efficiently. 

The  way  to  distinguish  hedge  funds  from  other  investment  vehicles  is  in  terms  of  their 
leverage,  the  investors,  the  investment  style,  and  the  risk  each  is  willing  to  accept.  Using 
this  criteria,  many  similarities  appear  between  different  investment  vehicles.  For 
example,  each  of  the  investment  groups  listed  above  has  joined  the  recent  boom  in 
investing  in  emerging  countries,  international  stocks  and  bonds,  and  financial  and 
commodities  futures  and  options.  Pension  funds,  for  example,  now  invest  8%  of 
pensioners  assets  overseas.  Mutual  funds  and  insurance  companies  have  been  in  the 
forefront  of  investment  in  emerging  nations  and  international  stocks  and  bonds.  Pensions 
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funds  and  futures  funds  have  both  increased  their  investment  in  financial  futures  and 
options  around  the  world. 

Despite  the  recent  notoriety  of  hedge  funds,  they  are  becoming  more  accepted  as  an 
investment  vehicle~as  an  integral  part  of  a  diversified  portfolio.  A  recent  survey  by  the 
National  Association  of  College  and  University  Officers  found  that  hedge  funds  account 
for  1.1%  of  the  $82  billion  in  endowment  assets  held  by  the  439  public  and  independent 
colleges  that  responded.  In  recent  years,  a  number  of  pension  funds  have  also  invested  in 
hedge  funds  and  managed  futures  funds,  including  Virginia  Retirement  and  San  Diego 
employees.  This  is  largely  because  these  funds  mav  offer  an  asset  allocation  advantage 
insofar  as  it  assists  in  achieving  diversification  goals.  Modern  portfolio  theory  is 
unanimous  in  stating  that  diversification  of  investment,  even  if  this  means  riskier 
investments,  improves  performance  results  and  lowers  the  volatility  of  the  overall 
portfolio. 

It  must  be  kept  in  mind  that  excessive  regulation  of  hedge  funds  could  deprive  investors 
of  an  important  means  of  diversification  to  a  unique  investment  entity.  The  regulators' 
and  investors'  need  to  know  must  be  evaluated  in  this  light. 

Note:  Nominal  Taxation  on  Derivative  Product  Transaction 

I  believe  that  a  tax  (even  if  nominal)  on  derivative  product  transactions  would  lead  to 
increased  market  risk  and  investor  choice  because  it  would  discourage  the  use  of  these 
instruments.    Over  the  past  two  decades,  derivatives  have  proven  to  be  effective  in 
reducing  risk  and  greatly  expanding  the  choices  available  to  funds  managers.  Their 
taxation  would  merely  reduce  this  advantage. 

Equally  relevant,  derivatives  are,  in  effect,  already  taxed  by  the  capital  requirement 
which  banks  are  forced  to  allocate  to  each  derivative  transaction.  This  has  effectively 
raised  the  cost  of  derivatives  for  both  banks  and  customers.  The  proposed  nominal  tax 
would  therefore  constitute  double  taxation  on  transactions  whose  development  and 
growth  are  to  be  welcomed. 

HI.  Foreign  Exchange  Questions 

A    Hedge  funds  are  only  one  set  of  participants  in  the  foreign  exchange  market    At 
various  times  in  the  past,  banks,  corporations,  mutual  funds  and  futures  funds  have  been 
dominant  participants  in  the  foreign  exchange  market    Most  recently,  according  to 
industry  publications,  many  multinational  corporations  have  adopted  measures,  like  netting 
to  reduce  their  exposure  to  the  foreign  exchange  market    If  the  number  of  banks  that  set 
up  desks  to  provide  service  specifically  for  funds,  widely  conceived,  is  any  indication, 
funds  have  begun  exerting  a  strong  presence  in  the  foreign  exchange  market. 


78-181  O  -  94  -   TO 


286 


Ezra  Zask  Associates,  Inc. 
April  18,  1994 


B    While  derivatives,  especially  currency  options,  have  become  increasingly  important  in 
recent  years,  cash  (spot)  and  forward  contracts  account  for  the  bulk  of  foreign  exchange 
activity.  The  increased  useage  of  options  and  other  derivative  instruments  is  likely  to 
increase    Unlike  in  spot  market,  where  an  investor  profit  from  either  appreciation  of 
depreciation  of  a  currency,  in  the  derivative  markets,  one  can  profit  if  a  currency  remains 
confined  to  a  narrow  range,  or  if  it  breaks  out  of  a  certain  range,  or  if  there  is  a  rise  or  fall 
in  volatility 

C    It  is  probably  a  fair  statement  to  say  that  most  foreign  exchange  participants  view 
central  bank  intervention  as  largely  ineffective  and  perhaps  even  counterproductive. 
Although  the  academic  literature  is  mixed  on  the  subject,  there  appears  to  be  only  specific 
set  of  circumstances  when  intervention  may  be  more  effective  than  others   However,  to 
the  extent  that  the  intervention  contradicts  the  market's  collective  assessment  of  the 
trajectory  of  monetary  and  fiscal  policy,  the  intervention  is  likely  to  simply  provide 
speculators  with  amunition.  In  the  final  analysis ,  a  currency's  value  is  the  world's 
collective  judgement  of  a  country's  economic  prospects  and  well-being    This  judgement  is 
beyond  the  manipulation  by  governments  for  any  sustained  period  since  no  government 
can  force  investors  to  hold  a  currency  it  wishes  to  sell.  Moreover,  there  is  no  such  thing  in 
the  market  as  a  free  lunch.  There  are  numerous  cases  of  a  country  purchasing  foreign 
exchange  stability  at  the  price  of  increased  volatility  of  interest  rates  or  asset  prices 

D    In  my  opinion,  the  foreign  exchange  market  is  properly  regulated  and  in  no  need  of 
further  regulation    There  are  literally  thousands,  if  not  tens  of  thousands,  of  people  and 
institutions  who  participate  in  the  foreign  exchange  market    Moroeover,  the  market  is  so 
broad  and  deep,  that  no  single  player  or  set  of  players  can  dictate  foreign  exchange  prices 
for  anything  longer  than  a  nanosecond    It  is  in  this  sense  that  the  foreign  exchange  market 
is  probably  among  the  most  efficient  market  in  the  world. 

E.  The  foreign  exchange  market  turns  over  the  gross  national  product  of  the  United 
States  every  five  days   On  an  annual  basis ,  something  on  the  magnitude  of  $250  trillion 
runs  through  the  foreign  exchange  market    In  addition,  foreign  exchange  dealing  is  done 
24  hours  a  day  and  has  participants  in  over  100  countries.  Participants  range  from  central 
banks  and  internatinal  instutitions  like  the  World  Bank  and  IMF,  to  commercial  and 
investment  banks,  to  multinational  corporations,  insurance  companies,  mutual  funds, 
futures  funds,  and  hedge  funds.  It  is  beyond  the  ability  of  any  individual  or  institution  to 
set  the  price  of  foreign  exchange  for  any  sustained  period    Also,  it  should  be  noted,  that 
these  instutitions  do  not  act  in  concert.  For  example,  Ezra  Zask's  High  Yield  Currency 
Program  has  been  able  to  raise  money  precisely  because  its  return  is  not  correlated  with 
other  currency  funds. 
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F.  The  dollar's  position  as  the  world's  preeminent  curency  is  based  largely  on  the  U.S. 
position  as  the  world's  leading  economic  and  trade  powerhouse    If  this  role  is  undermined 
or  diminishes  as  appears  to  be  the  case,  the  role  of  the  dollar  may  also  become  more 
circumscribed.  The  benign  neglect  toward  the  dollar  which  from  time  to  time  this  or  that 
U.S.  Administration  has  adopted  probably  does  not  encourage  confidence  in  the  US 
currency    Another  consideration  in  assessing  the  long-term  health  of  the  dollar  are  the 
policies  the  US  is  likely  to  pursue    For  example,  the  persistant  current  account  deficit 
and  debt  the  federal  government  has  amassed  poses  greater  risks  for  the  dollar  than  any 
set  of  speculators    There  appear  only  two  remedies  for  America's  financial  straits.  A 
devaluation  of  the  dollar's  nominal  value  over  the  long-term  that  would  bring  the  current 
account  back  into  balance    Or,  alternatively,  for  the  US  to  pursue  somewhat  more 
inflationary  policies  than  our  major  trading  partners  that  would  undermine  the  real  value  of 
the  dollar 


288 


Tiger  Management  Corporation 

Response  to  Committee  on  Banking,  Finance  and  Urban  Affairs 

Hearings  of  April  13, 1994 


I  General  Hedge  Fund  Questions 

I.  What  is  a  hedge  fund  and  haw  is  a  hedge  fund  regulated? 

A.  Definition 

The  term  "hedge  fund"  does  not  have  a  precise  definition.  It  generally  refers  to  a 
private  investment  fund  formed  to  employ  flexible  investment  strategies  in  equity,  fixed 
income,  foreign  exchange  and  commodity  markets.  The  fund  is  usually  organized  as  a 
limited  partnership,  affording  limited  partners  in  the  fund  limited  liability.  Investors  in  a 
hedge  fund  make  their  investment  through  capital  contributions  to  the  partnership  and  are 
admitted  as  limited  partners.  The  general  partner  of  the  hedge  fund,  in  most  cases,  has 
investment  discretion  over  the  fund's  assets  and  manages  the  fund's  investments   Fees  are 
generally  based  on  performance.  Often,  the  general  partner  and  its  affiliates  have  a  large 
investment  in  the  fund. 

In  most  cases,  the  limited  partnership  agreement  of  the  fund  authorizes  the  fund  to 
make  use  of  leverage,  along  with  the  option  to  maintain  both  long  and  short  positions  in 
securities  and  other  instruments   Hedge  funds  often  take  offsetting  long  and  short 
positions  to  reduce  their  exposure  to  general  market  movements  while  benefiting  from 
company-specific  performance.  It  is  this  ability  to  go  both  long  and  short  in  equity  and 
other  markets  that  has  earned  this  type  of  partnership  the  name  "hedge  fund." 

B    Regulation 

Tiger  Management  Corporation  is  a  registered  investment  adviser  and  as  such  is 
subject  to  all  of  the  provisions  and  regulations  under  the  Investment  Advisers  Act  of  1940. 
In  addition,  the  trading  activities  of  funds  managed  by  Tiger  Management  Corporation  are 
subject  to  regular  disclosure  through  quarterly  reports  filed  under  Section  13(f)  of  the 
Securities  Exchange  Act  and  occasional  reporting  under  Section  13(d)  and  Section  13(g) 
of  that  Act.  Upon  adoption  of  proposed  Rule  13h-l,  the  private  investment  funds 
managed  by  Tiger  Management  Corporation  will  be  subject  to  the  large  trader  reporting 
requirements.  Tiger  Management  Corporation  is  also  registered  as  a  commodity  pool 
operator  and  must  provide  certified  annual  reports  to  investors  and  to  the  Commodity 
Futures  Trading  Commission.  As  a  registered  investment  adviser  and  commodity  pool 
operator,  Tiger  Management  Corporation  must  keep  and  maintain  books  and  records 
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which  must  be  accessible  to  the  SEC,  the  CFTC  and  the  Department  of  Justice  for 
inspection. 

A  private  investment  partnership  that  participates  in  government  securities  markets 
is  subject  to  regulations  governing  those  markets.  Partnerships  that  purchase  securities  on 
margin  are  subject  to  applicable  margin  regulations. 

A  private  investment  partnership,  25%  or  more  of  the  assets  of  which  are  held  by 
employee  benefit  plans,  is  subject  to  ERISA  and  regulation  by  the  Department  of  Labor. 

2.  Have  the  bank  regulatory  agencies  asked  for  any  information  from  your 
fund:  If  yes,  have  you  cooperated. 

Yes,  we  have  always  cooperated  with  bank  regulatory  agencies  who  on  occasion 
have  required  information  from  us  in  connection  with  specific  investment  situations. 

3.  Please  provide  a  summary  of  the  types  of  services  that  financial  institutions 
provide  to  your  hedge  fund   What  kind  of  financial  instruments  do  your  hedge 
funds  purchase  from  hanks? 

Brokerage  houses  and  banks  provide  research,  depository,  clearing  and  execution 
services.  Both  brokerage  houses  and  banks  act  as  counterparties  in  foreign  currency  and 
over-the-counter  derivative  transactions. 

4.  What  securities  law  provisions,  if  any,  should  hedge  funds  be  exempt  from? 
How  would  increased  disclosure  of  hedge  fund  activities  affect  your  fund. 

Hedge  funds  rely  on  two  registration  exemptions.  First,  because  hedge  funds  are 
privately  offered  and  have  no  more  than  100  investors,  they  are  excluded  from  the 
definition  of  investment  company  under  the  Investment  Company  Act  of  1940.  This 
exclusion  recognizes  that  extensive  federal  regulation  is  unnecessary  when  a  small  group 
of  highly  sophisticated  investors  pool  their  assets. 

Second,  interests  in  hedge  fund  partnerships  are  privately  offered  to  "accredited 
investors."  Under  the  Securities  Act  of  1933,  such  a  private  offering  is  exempt  from  the 
registration  ~  but  not  the  anti-fraud  —  provisions  of  that  Act.  The  private  offering 
exemption  is  not  special  to  hedge  funds,  but  recognizes  the  absence  of  regulatory  benefit 
from  registration  where  the  number  of  investors  is  small  and  their  sophistication  and 
resources  are  sufficient. 

Public  disclosure  of  hedge  fund  investments  would  have  a  de-stabilizing  effect  on 
markets  if  large  numbers  of  unsophisticated  investors  rushed  to  establish  similar 
investment  positions.  In  addition,  public  disclosure  of  hedge  fund  positions  might  invite 
attempts  at  market  manipulation.  Finally,  excessive  reporting  requirements  would  be  an 
operational  burden  on  hedge  funds. 
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5.  Would  bank  public  reporting  of  hedge  fund  exposure  inhibit  hedge  fund 
operations?  Please  explain. 

Excessive  reporting  would  be  a  burden  to  hedge  fund  operations,  and  —  as  noted 
above  —  public  disclosure  of  investment  positions  would  be  potentially  harmful  to  both 
hedge  funds  and  the  marketplace.  Bank  reports  regarding  hedge  funds  should  not  be  any 
more  or  less  extensive  than  reports  required  to  be  filed  by  banks  with  respect  to  their 
exposure  to  other  traders  of  similar  size  and  trading  activity.  Banks  should  establish 
counterparty  credit  criteria,  and  private  investment  partnerships  should  be  subject  to  the 
same  criteria  as  other  similarly  situated  counterparties. 

6.  Please  provide  your  thoughts  on  placing  a  nominal  tax  on  each  derivative 
product  transaction. 

Since  the  notional  amount  of  derivative  product  transactions  by  U.S.  institutions  is 
very  high  relative  to  the  profits  earned  and  the  risks  incurred  on  those  transactions,  even  a 
nominal  tax  could  have  an  adverse  effect  on  the  derivative  products  market. 

One  result  of  such  a  tax  would  be  to  cause  U.S.  and  foreign  institutions  to  make 
these  transactions  in  offshore  markets,  such  as  Hong  Kong  or  London,  rather  than  in  the 
United  States.  Banks  and  securities  firms  might  move  their  derivative  products  operations 
from  the  U.S.  to  these  offshore  markets,  and  as  a  result,  jobs  would  be  lost  in  the  U.S. 

A  nominal  tax  on  derivative  product  transactions  would  make  U.S.  institutions  less 
competitive  in  the  global  marketplace.  Currently,  U.S.  commercial  banks  and  investment 
banks  have  a  reputation  for  superior  innovation  in  the  derivatives  market.  This  expertise 
has  enabled  them  to  compete  more  effectively  in  many  markets,  including  securities 
underwriting,  lending  and  trading.  This  tax  would  diminish  the  ability  of  U.S.  institutions 
to  compete  worldwide. 


II         Foreign  Exchange  Questions 

/.  What  role  do  hedge  funds  play  in  the  foreign  exchange  markets? 

We  do  not  have  statistical  data  on  the  percentage  of  total  foreign  exchange 
transactions  in  which  hedge  funds  are  a  counterparty.  However,  we  believe  that  this 
market  continues  to  be  primarily  an  interbank  market,  in  which  U.S.  and  foreign 
commercial  banks  are  responsible  for  the  majority  of  trading.  Commercial  and  industrial 
enterprises  also  engage  in  a  large  amount  of  FX  transactions  in  order  to  hedge  the 
exposure  arising  from  international  operations.  Recently,  investment  banks  have 
established  sizable  FX  trading  operations. 
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Collectively  with  other  key  participants,  hedge  funds  play  an  important  role  in 
providing  the  FX  markets  with  crucial  liquidity  and  depth.  Their  activities  help  promote 
efficiency  in  markets  that  are  vital  to  the  global  economy. 

2.  What  role  do  derivative  products  play  in  the  foreign  exchange  markets?  How 
has  the  role  of  derivative  products  changed  and  do  you  foresee  future  changes 
in  the  use  of  derivatives? 

For  market  participants,  derivatives  serve  essentially  the  same  purpose  in  the 
foreign  exchange  markets  as  in  other  markets:  they  permit  the  efficient  allocation  and 
management  of  risk.  Foreign  exchange  derivatives  facilitate  international  commercial  and 
financial  transactions  by  permitting  end-users  to  reduce  their  exposure  to  the  risks 
associated  with  changing  exchange  rates.  They  lower  the  cost  of  financing  by  allowing 
companies  to  borrow  in  the  most  efficient  market  while  reducing  currency  exposures. 

In  terms  of  the  foreign  exchange  market  as  a  whole,  derivatives  have  a  substantial 
positive  effect.  They  permit  more  precise  valuation  of  currencies  by  providing  additional 
market  liquidity  and  facilitating  flexible  trading.  By  enhancing  price  discovery,  derivatives 
also  tend  to  dampen  volatility  in  the  underlying  spot  market. 

Although  there  has  been  substantial  growth  in  the  market  for  derivatives  during  the 
past  few  decades,  it  is  important  to  note  that  foreign  exchange  derivatives  have  been  used 
widely  and  successfully  for  some  time.  In  the  United  States,  foreign  exchange  forward 
contracts  have  been  offered  by  some  banks  since  early  this  century.  During  the  past 
several  years,  the  market  for  foreign  exchange  derivatives  has  become  considerably  more 
stable  and  mature.  This  development  has  facilitated  international  commerce,  enhanced 
transparency  among  national  markets,  and  increased  efficiency  in  international  capital 
markets. 

3.  In  your  opinion,  is  government  intervention  in  the  foreign  exchange  markets 
effective?  Should  government  be  engaged  in  foreign  exchange  market  intervention? 

The  short-term  effectiveness  of  government  intervention  in  foreign  exchange 
markets  is  an  open  question.  Over  the  long  run,  we  believe  that  the  course  of  foreign 
exchange  rates  is  determined  by  economic  forces. 

4.  In  your  opinion,  are  the  foreign  exchange  markets  properly  regulated?  Are 
there  steps  that  the  Congress  or  U.S.  regulators  could  take  that  would  make  the  foreign 
exchange  markets  more  efficient/better  regulated? 

In  our  opinion,  present  regulation  of  foreign  exchange  markets  is  adequate.  While 
all  participants  are  not  alike  in  their  resources  and  sophistication,  the  foreign  exchange 
markets  as  a  whole  are  protected  from  systemic  risk  by  their  size  and  depth.  Increased 
regulation  poses  the  risk  of  increasing  transaction  costs,  reducing  market  efficiency  and 
stifling  innovation. 
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5.  Is  it  possible  for  a  private  investor  such  as  yourself  to  amass  enough  capital  to 
manipulate  the  value  of  a  currency  such  as  the  Italian  lire,  British  pound,  French 
franc,  German  deutsche  mark,  Japanese  yen,  or  the  U.S.  dollar?  Please  explain. 

The  foreign  exchange  markets  are  the  largest  and  most  efficient  of  all  financial 
markets.  In  1992,  an  estimated  $650  billion  to  $880  billion  in  currencies  were  traded  each 
day.  While  the  markets  for  some  individual  currencies  such  as  the  Italian  lire  are  not 
comparable  in  size  to  those  for  the  U.S.  dollar  or  British  pound,  they  are  each  mature  and 
deep,  dwarfing  any  major  stock  exchange  in  trading  volume. 

In  our  opinion,  it  is  extremely  unlikely  that  any  private  investor  could  wield 
enough  capital  to  influence  or  manipulate  the  value  of  the  above-named  currencies  over 
any  reasonable  period  of  time. 

6.  Is  the  dollar  at  risk  of  losing  its  position  as  the  world's  preeminent  currency? 
What  factors  could  cause  the  dollar  to  lose  its  position  as  the  world's  preeminent 
currency? 

The  dollar's  position  as  the  world's  preeminent  currency  has  been  brought  into 
question  by  the  strength  over  several  years  of  other  currencies,  such  as  the  yen  and 
deutsche  mark.  Of  critical  importance  to  the  dollar's  preeminence  are  such  factors  as  the 
U.S.  trade  balance,  inflation  and  the  nation's  business  competitiveness.  In  addition,  a 
policy  of  trade  protectionism  on  the  part  of  the  U.S.  would  most  likely  weaken  the  value 
of  the  dollar. 
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The  Honorable  Eugene  A.  Ludwig 

Comptroller 

Office  of  the  Comptroller  of  the  Currency  (OCC) 

250  E  Street,  N.W. 

Washington,  D.C.   20219 

Dear  Comptroller  Ludwig: 

On  April  13,  1994  at  10:00  a.m.,  in  Room  2128,  Rayburn  House 
Office  Building,  the  Committee  on  Banking,  Finance  and  Urban 
Affairs  will  hold  a  hearing  to  explore  various  safety  and  soundness 
issues  related  to  bank  involvement  with  hedge  funds.  You  are 
invited  to  testify  at  the  hearing. 

So  that  the  Committee  may  better  understand  the  various  safety 
and  soundness  issues  involving  the  relationship  between  banks  and 
hedge  funds,  please  provide  written  answers  to  the  following 
questions  with  your  testimony. 

1.  General  Information 

How  does  the  OCC  define  hedge  funds?  Please  provide  a  list  of 
hedge  funds  with  significant  exposure  to  banks  including  their 
balance  sheet  and  income  statement  data  and  assets  under 
management.  Is  there  any  available  measure  of  the  degree  of 
leverage  that  hedge  funds  employ?  In  what  markets  do  hedge 
funds  operate? 

2.  Bank/Hedge  Fund  Relationship 

What  is  total  bank  exposure  to  hedge  funds?  Please  include 
totals  for  extensions  of  credit,  guarantees,  derivatives 
exposure,  etc.  What  is  the  total  bank  credit  risk  exposure  to 
hedge  funds? 

Please  list  all  the  banking  services  provided  to  hedge  funds 
and  the  revenue  derived  from  those  services.  Are  any  banks 
investors  in  hedge  funds?  Do  any  banks  act  as  investment 
advisors  to  hedge  funds? 
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3.  OCC  Monitoring  of  Hedge  Funds 

Please  describe  the  means  used  by  the  OCC  to  evaluate  the 
degree  of  bank  credit  risk  exposure  to  hedge  funds.  Does  the 
OCC  require  banks  to  report  any  information  on  their  exposure 
to  hedge  funds?  Has  the  OCC  performed  any  studies  on  bank 
exposure  to  hedge  funds?  Is  the  OCC  currently  monitoring  bank 
exposure  to  hedge  funds?  Does  the  OCC  have  any  plans  to 
reguire  banks  to  report  on  hedge  fund  exposure? 

Since  hedge  funds  are  not  rated  by  the  independent  credit 
agencies,  based  on  what  information  do  banks  lend  to  hedge 
funds?  Do  hedge  funds  provide  adequate  data  for  banks  to  make 
credit  decisions?  Does  the  fact  that  a  hedge  fund  is  also 
usually  a  purchaser  of  derivatives  sway  the  banks  credit 
decisions  in  any  way? 

4.  Hedge  Funds  as  Bank  Derivatives  Customers 

In  dollar  and  quantity  terms,  what  percentage  of  bank  OTC 
derivatives  contracts  are  purchased  by  hedge  funds?  What 
percentage  of  exchange  traded  derivatives  contracts  are 
purchased  by  hedge  funds? 

Are  there  any  restrictions  or  prohibitions  on  the  sharing  of 
information  on  hedge  fund  purchases  of  derivative  products 
between  bank  derivative  operations  .and  bank  trading  account 
operations? 

5.  Hedge  Funds  and  Systemic  Risk 

What  risks  do  hedge  funds  pose  to  the  safety  and  soundness  of 
the  banking  system?  For  example,  how  would  the  failure  of  a 
large  hedge  fund  and  .the  ensuing  default  on  derivatives 
contracts  affect  banks  and  the  derivatives  market? 

.  Does  the  OCC  contemplate  taking  any  action  that  would  curb  the 
aggressive  trading  strategies  of  hedge  funds?  Does  the  OCC 
have  any  contingency  plans  should  a  large  hedge  fund  fail? 

C.   Adequate  Betting  Arrangements  with  Tax  Have  Countries 

For  various  reasons,  some  hedge  funds  are  chartered  in  tax- 
haven  countries  and  these  hedge  funds  purchase  derivatives 
from  banks.  Is  the  OCC  concerned  over  the  adequacy  of  netting 
arrangements  with  tax-haven  countries? 

Finally,  please  provide  additional  comments  or  recommendations 
your  agency  has  on  the  BHC/hedge  fund  relationship  and  the  need  for 
improved  reporting  of  that  relationship. 
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You  will  be  given  5  minutes  to  summarize  your  written  remarks. 
Banking  Committee  rules  require  that  200  copies  of  your  written 
testimony  be  delivered  to  Room  2129,  Rayburn  House  Office  Building, 
no  later  than  noon,  April  12,  1994. 

Thank  you  for  your  time  and  cooperation.  The  Committee  looks 
forward  to  your  testimony. 

With  best  wishes. 

ncerely, 


Henry  B.  Gfnzalez 
Chairman 


HBG:dk 
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The  Honorable  Alan  Greenspan 

Chairman. 

Board  of  Governors  of  the 

Federal  Reserve  System 
Washington,  PSC.   20552 

Dear  Chairman  Greenspan: 

On  April  13,  1994  at  10:00  a.m.,  in  Room  2128,  Rayburn  House 
Office  Building,  the  Committee  on  Banking,  Finance  and  Urban 
Affairs  will  hold  a  hearing  to  explore  safety  and  soundness  issues 
related  to  bank  holding  company  involvement  with  hedge  funds.  You 
or  your  designee  is  invited  to  testify  at  the  hearing. 

So  that  the  Committee  may  better  understand  the  various  safety 
and  soundness  issues  involving  the  relationship  between  bank 
holding  companies  and  hedge  funds,  please  provide  written  answers 
to  the  following  questions  with  your  testimony. 

1.  General  Information 

How  does  the  Federal  Reserve  define  hedge  funds?  Please 
provide  a  list  of  hedge  funds,  including  their  balance  sheet 
and  income  statement  data  and  total  assets  under  management. 
Is  there  any  available  measure  of  the  degree  of  leverage  that 
hedge  funds  employ?  In  what  markets  do  hedge  funds  operate? 

2.  Bank  Holding  Company/Hedge  Fund  Relationship 

What  is  total  bank  holding  company  (BHC)  exposure  to  hedge 
funds?  Please  include  totals  for  extensions  of  credit, 
guarantees,  derivatives  exposure,  etc.  What  is  the  total  BHC 
credit  risk  exposure  to  hedge  funds? 

Please  list  all  the  BHC  services  provided  to  hedge  funds  and 
the  revenue  derived  from  those  services.  Are  any  BHC 
investors  in  hedge  funds?  Do  any  bank  holding  companies  act 
as  investment  advisors  to  hedge  funds? 
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3.  Hedge  Funds  as  Derivatives  Customers 

In  dollar  and  quantity  terms,  what  percentage  of  BHC  OTC 
derivatives  contracts  are  purchased  by  hedge  funds?  What 
percentage  of  BHC  exchange  traded  derivatives  contracts  are 
p666Xby      hedge  funds? 

Are  there  any  restrictions  or  prohibitions  on  the  sharing  of 
hedge  fund  derivative  purchases  with  BHC  trading  account 
operations?  Would  a  Chinese  Wall  between  these  activities 
limit  bank  trading  account  speculation? 

4.  Federal  Reserve  Monitoring  of  Hedge  Funds 

Does  the  Federal  Reserve  require  BHC's  to  report  any 
information  on  their  exposure  to  hedge  funds?  Has  the  Federal 
Reserve  performed  any  studies  on  bank  exposure  to  hedge  funds? 
Is  the  Federal  Reserve  currently  monitoring  bank  exposure  to 
hedge  funds?  Do  hedge  funds  cooperate  with  Federal  Reserve 
requests  for  information? 

5.  Hedge  Funds  and  Systemic  Risk 

What  risks  do  hedge  funds  pose  to  the  safety  and  soundness  of 
the  banking  system?  For  example,  how  would  the  failure  of  a 
large  hedge  fund  and  the  ensuing  default  on  derivatives 
contracts  affect  BHC's  and  the  derivatives  market? 

Recent  press  accounts  indicate  that  the  Federal  Reserve  and 
other  central  banks  discussed  the  systemic  risks  to  the  world 
financial  system  posed  by  hedge  funds.  What  were  the  results 
of  that  meeting?  Does  the  Federal  Reserve  contemplate  taking 
any  action  that  would  curb  the  aggressive  trading  strategies 
of  hedge  funds?  Does  the  Federal  Reserve  have  any  contingency 
plans  should  a  large  hedge  fund  fail? 

6.  Hedge  Funds  and  Treasury  Securities  Market 

The  "Joint  Reooirt  on  the  Government  Securities  Market" 
(January  1992).  raises  concerns  about  the  influence  hedge  funds 
have  on  the  government  securities  market.  The  report  also 
noted  that  hedge  funds  provide  only  limited  information  on 
their  activities  in  this  market.  Please  update  the  Committee 
on  developments  since  the  report  was  published.  Are  hedge 
fund  activities  still  a  concern  to  the  efficient  operation  of 
the  government  securities  market?  Do  hedge  funds  provide 
adequate  information  on  their  activities  in  this  market?  Does 
the  Federal  Reserve  have  similar  concerns  about  hedge  fund 
activities  in  other  markets? 
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7.  Increased  Reporting 

You  recently  stated  that  before  supervisors  can  develop 
effective  supervisory  strategies  to  deal  with  derivatives,  it 
was  imperative  that  banks  supply  additional  information.  For 
that  same  reason  it  seems  to  make  sense  that  banks  provide 
regulators  and/or  the  public  with  information  on  their 
exposure  to  hedge  funds.  I  also  note  that  House  Energy  and 
Commerce  Committee  Chairman  Dingell  has  urged  the  SEC  to 
require  hedge  funds  to  make  greater  disclosures. 

Does  the  Federal  Reserve  have  any  plans  to  require  BHC's  to 
report  on  hedge  fund  exposure? 

8.  Adequate  Netting  Arrangements  with  Tax  Have  Countries 

For  various  reasons,  some  hedge  funds  are  chartered  in  tax- 
haven  countries  and  these  hedge  funds  purchase  derivatives 
from  banks.  Is  the  Federal  Reserve  concerned  over  the 
adequacy  of  netting  arrangements  with  tax-haven  countries? 

Finally,  please  provide  additional  comments  or  recommendations 
your  agency  has  on  the  BHC/hedge  fund  relationship  and  the  need  for 
improved  reporting  of  that  relationship. 

You  will  be  given  5  minutes  to  summarize' your  written  remarks. 
Banking  Committee  rules  require  that  200  copies  of  your  written 
testimony  be  delivered  to  Room  2129,  Rayburn  House  Office  Building, 
no  later  than  noon  on  April  12,  1994. 

Thank  you  for  your  time  and  cooperation.  The  Committee  looks 
forward  to  your  testimony. 


With  best  wishes 


Henry  B.  Gokealez 
Chairman 
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The  Honorable  Arthur  Levitt,  Jr. 

Chairman 

Securities  and  Exchange  Commission 

450  Fifth  Street,  N.W. 

Washington,  D.C.   20549 

Dear  Chairman  Levitt: 

On  April  13,  1994  at  10:00  a.m.,  in  Room  2128,  Rayburn  House 
Office  Building,  the  Committee  on  Banking,  Finance  and  Urban 
Affairs  will  hold  a  hearing  to  explore  safety  and  soundness  issues 
related  to  hedge  funds  and  their  use  of  derivatives.  You  or  your 
designee  is  invited  to  testify  at  the  hearing. 

So  that  the  Committee  may  better  understand  the  various  risks 
hedge  funds  pose  to  our  financial  system,  please  provide  written 
answers  to  the  following  questions  with  your  testimony. 

1.  General  Information 

How  does  the  SEC  define  hedge  funds?  Please  provide  a  list  of 
hedge  funds,  including  their  balance  sheet  and  income 
statement  data  and  assets  under  management.  Is  there  any 
available  measure  of  the  degree  of  leverage  that  hedge  funds 
employ?  In  what  markets  do  hedge  funds  operate? 

2.  Hedge  Fund  Regulation 

Please  provide  a  brief  overview  of  the  laws  and  regulations 
governing  hedge  fund  operations,  including  any  investor 
protection,  registration,  record  keeping  and  reporting 
requirements . 

3.  Hedge  Funds  as  Derivatives  Customers 

In  dollar  and  quantity  terms,  what  percentage  of  registered 
broker-dealer  OTC  derivatives  contracts  are  purchased  by  hedge 
funds?  What  percentage  of  exchange  traded  derivatives 
contracts  are  purchased  by  hedge  funds? 
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4.  SEC  Monitoring  of  Hedge  Funds 

Recent  press  accounts  indicate  that  the  SEC  is  concerned  about 
the  ways  that  hedge  fund  impact  the  financial  markets  and  the 
Commission's  limited  ability  to  monitor  hedge  funds.  What 
steps  has  the  SEC  taken  to  address  those  concerns?  Has  the 
SEC  performed  any  studies  on  hedge  funds?  Is  the  SEC 
currently  monitoring  any  aspect  of  hedge  fund  operations? 
Does  the  SEC  contemplate  taking  any  action  that  would  curb  the 
aggressive  trading  strategies  of  hedge  funds? 

5.  Large  Trader  Reporting  System 

In  a  1992  Report  to  Congress  the  SEC  stated  that  the  "large 
trader  reporting  system"  for  equity  securities  and  the  "large 
position  reporting  system"  for  government  securities  would, 
when  implemented,  provide  the  Commission  with  adequate 
information  about  the  systematic  effect  of  hedge  funds  on 
those  two  markets.  Please  update  the  Committee  on  the 
implementation  of  these  systems,  and  describe  their  usefulness 
in  addressing  systemic  issues.  Are  any  other  reporting 
requirements  necessary  to  ensure  the  SEC  has  a  clear  grasp  of 
hedge  funds'  impact  on  the  markets? 

Finally,  feel  free  to  provide  additional  comments  or 
recommendations  related  to  hedge  funds. 

You  will  be  given  5  minutes  to  summarize  your  written  remarks. 
Banking  Committee  rules  require  that  200  copies  of  your  written 
testimony  be  delivered  to  Room  2129,  Rayburn  House  Office  Building, 
no  later  than  noon  on  April  12,  1994. 

Thank  you  for  your  time  and  cooperation.  The  Committee  looks 
forward  to  your  testimony. 


With  best  wishes. 


Henry* B.  Gonzalez 


Chairman 
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The  Honorable  Barbara  Hoi urn 

Acting  Chairperson 

Commodity  Futures  Trading  Commission  (CFTC) 

2033  K  Street,  N.W. 

Washington,  D.C.   20581 

Dear  Chairperson  Holum: 

On  April  13,  1994  at  10:00  a.m.,  in  Room  2128,  Rayburn  House 
Office  Building,  the  Committee  on  Banking,  Finance  and  Urban 
Affairs  will  hold  a  hearing  to  explore  safety  and  soundness  issues 
related  to  hedge  funds  and  their  use  of  derivative  products.  You 
or  your  designee  is  invited  to  testify  at  the  hearing. 

So  that  the  Committee  may  better  understand  the  various  risks 
hedge  funds  pose  to  our  financial  system-,  please  provide  written 
answers  to  the  following  questions  with  your  testimony. 

1.    General  Information 


How  does  the  CFTC  define  hedge  funds?  Please  provide  a  list 
of  hedge  funds,  including  balance  sheet  and  income  statement 
data  and  assets  under  management.  Is  there  any  available 
measure  of  the  degree  of  leverage  that  hedge  funds  employ?  In 
what  markets  do  hedge  funds  operate? 

2.  Hedge  Fund  Regulation 

Please  provide  a  brief  overview  of  the  CFTC-related  laws  and 
regulations  governing  hedge  fund  operations,  including  any 
registration,  record  keeping  and  reporting  requirements. 

3.  CFTC  Monitoring  of  Hedge  Funds 

How  many  hedge  fund  managers  are  registered  as  commodity  pool 
operators  (CPO)  with  CFTC?  How  many  hedge  fund  advisors  are 
registered  as  commodity  trading  advisors  (CTA)  with  the  CFTC? 
Does  the  CFTC  have  adequate  authority  and  resources  to  monitor 
hedge  funds?  Has  the  CFTC  performed  any  studies  on  hedge 
funds?  Is  the  CFTC  currently  monitoring  any  aspect  of  hedge 
fund  operations  or  contemplating  improvements  in  regulations 
applicable  to  hedge  funds? 
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4.    Systemic  Problems  with  Hedge  Funds 

Is  the  CFTC  concerned  about  the  impact  hedge  fund  have  on  the 
financial  markets?  Does  the  CFTC  have  any  concerns  about 
hedge  fund  use  of  derivative  products?  What  steps  has  the 
CFTC  taken  to  address  those  concerns?  Does  the  CFTC 
contemplate  taking  any  action  that  would  curb  the  aggressive 
trading  strategies  of  hedge  funds? 

Finally,  feel  free  to  provide  any  additional  comments  or 
recommendations  related  to  hedge  funds. 

You  will  be  given  5  minutes  to  summarize  your  written  remarks. 
Banking  Committee  rules  require  that  200  copies  of  your  written 
testimony  be  delivered  to  Room  2129,  Rayburn  House  Office  Building, 
no  later  than  noon  on  April  12,  1994. 

Thank  you  for  your  time  and  cooperation.  The  Committee  looks 
forward  to  your  testimony. 

With  best  wishes. 


Henry'B.  Gonzarez 
Chairman       • 
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Mr.  George  Soros 
Soros  Fund  Management 
888  7th  Avenue  Suite  3300 
New  York  10106 


Dear  Mr.  Soros 

On  April  13,  1994  at  10:00  a.m.,  in  Room  2128,  Rayburn  House 
Office  Building,  the  Committee  on  Banking,  Finance  and  Urban 
Affairs  will  hold  a  hearing  to  explore  safety  and  soundness  issues 
related  to  bank  exposure  to  hedge  funds.  You  or  your  designee  is 
invited  to  testify  at  the  hearing. 

So  that  the  Committee  may  better  understand  how  hedge  funds 
operate  and  their  relationship  to  the  banking  system,  please 
provide  written  answers  to  the  following  questions  with  your 
testimony. 

I.   General  Hedge  Fund  Operation* 

1.  What  is  a  hedge  fund  and  how  is  a  hedge  fund  regulated? 

2.  Have  the  bank  regulatory  agencies  asked  for  any  information 
from  your  fund?   If  yea,  have  you  cooperated? 

3.  Please  provide  a  summary  of  the  types  of  services  that 
financial  institutions  provide  to  your  hedge  fund.  What  kind 
of  financial  instruments  does  your  hedge  funds  purchase  from 
banks? 

4.  What  securities  law  provisions,  if  any,  should  hedge  funds  be 
exempt  from?  How  would  increased  disclosure  of  hedge  fund 
activities  affect  your  fund? 

5.  Would  bank  public  reporting  of  hedge  fund  exposure  inhibit 
hedge  fund  operations?  Please  explain. 

6.  Please  provide  your  thoughts  on  placing  a  nominal  tax  on  each 
derivative  product  transaction. 
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II.   Foreign  Exchange 

1.  What  role  do  hedge  funds  play  in  the  foreign  exchange  markets? 

2.  What  role  do  derivative  products  play  in  the  foreign  exchange 
market?  How  has  the  role  of  derivative  products  changed  and 
do  you  foresee  future  changes  in  the  use  of  derivatives? 

3.  In  your  opinion,  is  government  intervention  in  the  foreign 
exchange  markets  effective?  Should  governments  be  engaged  in 
foreign  exchange  market  intervention? 

4.  In  your  opinion,  are  the  foreign  exchange  markets  properly 
regulated?  Are  there  steps  that  the  Congress  or  U.S. 
regulators  could  take  that  would  make  the  foreign  exchange 
market  more  efficient/better  regulated? 

5.  Is  it  possible  for  a  private  investor  such  as  yourself  to 
amass  enough  capital  to  manipulate  the  value  of  a  currency 
such  as  the  Italian  lire,  British  pound,  French  franc,  German 
deutsche  mark,  Japanese  yen,  or  the  U.S.  dollar?  Please 
explain. 

6.  Is  the  dollar  at  risk  of  losing  its  position  as  the  world's 
preeminent  currency?  What  factors  could  cause  the  dollar  to 
lose  its  position  as  the  world's  preeminent  currency? 

Please  provide  additional  comments  or  recommendations  as  you 
feel  necessary. 

You  will  be  given  5  minutes  to  summarize  your  written  remarks. 
Banking  Committee  rules  require  that  200  copies  of  your  written 
testimony  be  delivered  to  Room  2129,  Rayburn  House  Office  Building, 
no  later  than  noon  on  April  12,  1994. 

Thank  you  for  your  time  and  cooperation.  The  Committee  looks 
forward  to  your  testimony. 

With  best  wishes. 


Henry  B.  Goni 
Chairman 
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Mr.  Peter  D'Angelo 

President 

Caxton  Corporation 

667  Madison  Avenue 

New  York,  New  York  100212 

Dear  Mr.  D'Angelo: 

On  April  13,  1994  at  10:00  a.m.,  in  Room  2128,  Rayburn  House 
Office  Building,  the  Committee  on  Banking,  Finance  and  Urban 
Affairs  will  hold  a  hearing  to  explore  safety  and  soundness  issues 
related  to  bank  exposure  to  hedge  funds.  You  or  your  designee  is 
invited  to  testify  at  the  hearing. 

So  that  the  Committee  may  better  understand  how  hedge  funds 
operate  and  their  relationship  to  the  banking  system,  please 
provide  written  answers  to  the  following  questions  with  your 
testimony. 

I.   General  Hedge  Fund  Operations 

1.  What  is  a  hedge  fund  and  how  is  a  hedge  fund  regulated? 

2.  Have  the  bank  regulatory  agencies  asked  for  any  information 
from  your  fund?   If  yes,  have  you  cooperated? 

3.  Please  provide  a  summary  of  the  types  of  services  that 
financial  institutions  provide  to  your  hedge  fund.  What  kind 
of  financial  instruments  does  your  hedge  funds  purchase  from 
banks? 

4.  What  securities  law  provisions,  if  any,  should  hedge  funds  be 
exempt  from?  How  would  increased  disclosure  of  hedge  fund 
activities  affect  your  fund? 

5.  Would  bank  public  reporting  of  hedge  fund  exposure  inhibit 
hedge  fund  operations?   Please  explain. 

6.  Please  provide  your  thoughts  on  placing  a  nominal  tax  on  each 
derivative  product  transaction. 
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II.   Foreign  Exchange  Questions 

1.  What  role  do  hedge  funds  play  in  the  foreign  exchange  markets? 

2.  What  role  do  derivative  products  play  in  the  foreign  exchange 
market?  How  has  the  role  of  derivative  products  changed  and 
do  you  foresee  future  changes  in  the  use  of  derivatives? 

3.  In  your  opinion,  is  government  intervention  in  the  foreign 
exchange  markets  effective?  Should  governments  be  engaged  in 
foreign  exchange  market  intervention? 

4.  In  your  opinion,  are  the  foreign  exchange  markets  properly 
regulated?  Are  there  steps  that  the  Congress  or  U.S. 
regulators  could  take  that  would  make  the  foreign  exchange 
market  more  efficient/better  regulated? 

5.  Is  it  possible  for  a  private  investor  such  as  yourself  to 
amass  enough  capital  to  manipulate  the  value  of  a  currency 
such  as  the  Italian  lire,  British  pound,  French  franc,  German 
deutsche  mark,  Japanese  yen,  or  the  U.S.  dollar?  Please 
explain. 

6.  Is  the  dollar  at  risk  of  losing  its  position  as  the  world's 
preeminent  currency?  What  factors  could  cause  the  dollar  to 
lose  its  position  as  the  world's  preeminent  currency? 

Please  provide  additional  comments  or  recommendations  as  you 
feel  necessary. 

You  will  be  given  5  minutes  to  summarize  your  written  remarks. 
Banking  Committee  rules  require  that  200  copies  of  your  written 
testimony  be  delivered  to  Room  2129,  Rayburn  House  Office  Building, 
no  later  than  noon  on  April  12,  1994. 

Thank  you  for  your  time  and  cooperation.  The  Committee  looks 
forward  to  your  testimony. 


With  best  wishes. 


'sincerely, 


Henry  B.  Gonzalez 
Chairman 
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Mr.  Ezra  Zask 

President 

Ezra  Zask  Associates,  Inc. 

#10  Station  Place 

Norfolk,  Connecticut  06058 

Dear  Mr.  Zask: 

On  April  13,  1994  at  10:00  a.m.,  in  Room  2128,  Rayburn  House 
Office  Building,  the  Committee  on  Banking,  Finance  and  Urban 
Affairs  will  hold  a  hearing  to  explore  safety  and  soundness  issues 
related  to  bank  exposure  to  hedge  funds.  You  or  your  designee  is 
invited  to  testify  at  the  hearing. 

So  that  the  Committee  may  better  understand  how  hedge  funds 
operate  and  their  relationship  to  the  banking  system,  please 
provide  written  answers  to  the  following  questions  with  your 
testimony. 

I.    General  Hedge  Fund  Operations 

1.  What  is  a  hedge  fund  and  how  is  a  hedge  fund  regulated? 

2.  Have  the  bank  regulatory  agencies  asked  for  any  information 
from  your  fund?   If  yes,  have  you  cooperated? 

3.  Please  provide  a  summary  of  the  types  of  services  that 
financial  institutions  provide  to  your  hedge  fund,  what  kind 
of  financial  instruments  does  your  hedge  funds  purchase  from 
banks? 

4.  What  securities  law  provisions,  if  any,  should  hedge  funds  be 
exempt  from?  How  would  increased  disclosure  of  hedge  fund 
activities  affect  your  fund? 

5.  Would  bank  public  reporting  of  hedge  fund  exposure  inhibit 
hedge  fund  operations?  Please  explain. 

6.  Please  provide  your  thoughts  on  placing  a  nominal  tax  on  each 
derivative  product  transaction. 
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II.   Foreign  Exchange  Questions 

1.  What  role  do  hedge  funds  play  in  the  foreign  exchange  markets? 

2.  What  role  do  derivative  products  play  in  the  foreign  exchange 
market?  How  has  the  role  of  derivative  products  changed  and 
do  you  foresee  future  changes  in  the  use  of  derivatives? 

3.  In  your  opinion,  is  government  intervention  in  the  foreign 
exchange  markets  effective?  Should  governments  be  engaged  in 
foreign  exchange  market  intervention? 

4.  In  your  opinion,  are  the  foreign  exchange  markets  properly 
regulated?  Are  there  steps  that  the  Congress  or  U.S. 
regulators  could  take  that  would  make  the  foreign  exchange 
market  more  efficient/better  regulated? 

5.  Is  it  possible  for  a  private  investor  such  as  yourself  to 
amass  enough  capital  to  manipulate  the  value  of  a  currency 
such  as  the  Italian  lire,  British  pound,  French  franc,  German 
deutsche  mark,  Japanese  yen,  or  the  U.S.  dollar?  Please 
explain. 

6.  Is  the  dollar  at  risk  of  losing  its  position  as  the  world's 
preeminent  currency?  What  factors  could  cause  the  dollar  to 
lose  its  position  as  the  world's  preeminent  currency? 

Please  provide  additional  comments  or  recommendations  as  you 
feel  necessary. 

You  will  be  given  5  minutes  to  summarize  your  written  remarks. 
Banking  Committee  rules  require  that  200  copies  of  your  written 
testimony  be  delivered  to  Room  2129,  Rayburn  House  Office  Building, 
no  later  than  noon  on  April  12,  1994. 

Thank  you  for  your  time  and  cooperation.  The  Committee  looks 
forward  to  your  testimony. 

With  best  wishes. 


Henry  B.  Gonzalez 
Chairman 
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Mr.  Julian  Robertson 

Chairman 

Tiger  Management  Corporation 

101  Park  Avenue,  47th  Floor 

New  York,  New  York  10178 

Dear  Mr.  Robertson: 

On  April  13,  1994  at  10:00  a.m.,  in  Room  2128,  Rayburn  House 
Office  Building,  the  Committee  on  Banking,  Finance  and  Urban 
Affairs  will  hold  a  hearing  to  explore  safety  and  soundness  issues 
related  to  bank  exposure  to  hedge  funds.  You  or  your  designee  is 
invited  to  testify  at  the  hearing. 

So  that  the  Committee  may  better  understand  how  hedge  funds 
operate  and  their  relationship  to  the  banking  system,  please 
provide  written  answers  to  the  following  questions  with  your 
testimony. 

I.    General  Hedge  Fund  Operation* 

1.  What  is  a  hedge  fund  and  how  is  a  hedge  fund  regulated? 

2.  Have  the  bank  regulatory  agencies  asked  for  any  information 
from  your  fund?  If  yes,  have  you  cooperated? 

3.  Please  provide  a  summary  of  the  types  of  services  that 
financial  institutions  provide  to  your  hedge  fund.  What  kind 
of  financial  instruments  does  your  hedge  funds  purchase  from 
banks? 

4.  What  securities  law  provisions,  if  any,  should  hedge  funds  be 
exempt  from?  How  would  increased  disclosure  of  hedge  fund 
activities  affect  your  fund? 

5.  Would  bank  public  reporting  of  hedge  fund  exposure  inhibit 
hedge  fund  operations?  Please  explain. 

6.  Please  provide  your  thoughts  on  placing  a  nominal  tax  on  each 
derivative  product  transaction. 
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II.   Foreign  Exchange  Questions 

1.  What  role  do  hedge  funds  play  in  the  foreign  exchange  markets? 

2.  What  role  do  derivative  products  play  in  the  foreign  exchange 
market?  How  has  the  role  of  derivative  products  changed  and 
do  you  foresee  future  changes  in  the  use  of  derivatives? 

3.  In  your  opinion,  is  government  intervention  in  the  foreign 
exchange  markets  effective?  Should  governments  be  engaged  in 
foreign  exchange  market  intervention? 

4.  In  your  opinion,  are  the  foreign  exchange  markets  properly 
regulated?  Are  there  steps  that  the  Congress  or  U.S. 
regulators  could  take  that  would  make  the  foreign  exchange 
market  more  efficient/better  regulated? 

5.  Is  it  possible  for  a  private  investor  such  as  yourself  to 
amass  enough  capital  to  manipulate  the  value  of  a  currency 
such  as  the  Italian  lire,  British  pound,  French  franc,  German 
deutsche  mark,  Japanese  yen,  or  the  U.S.  dollar?  Please 
explain. 

6.  Is  the  dollar  at  risk  of  losing  its  position  as  the  world's 
preeminent  currency?  What  factors  could  cause  the  dollar  to 
lose  its  position  as  the  world's  preeminent  currency? 

Please  provide  additional  comments  or  recommendations  as  you 
feel  necessary. 

You  will  be  given  5  minutes  to  summarize  your  written  remarks. 
Banking  Committee  rules  require  that  200  copies  of  your  written 
testimony  be  delivered  to  Room  2129,  Rayburn  House  Office  Building, 
no  later  than  noon  on  April  12,  1994. 

Thank  you  for  your  time  and  cooperation.  The  Committee  looks 
forward  to  your  testimony. 

With  best  wishes. 


denry  B.  Gonzalej 
Chairman 
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Floor  Statement  of  Henry  B.  Gonzales,  Chairman 
Committee  on  Banking,  Finance  and  Urban  Affairs 

Banks,  Derivatives  and  Hedge  Funds 

March  24,  1994 

I  take  the  floor  today  to  update  my  colleagues  about  the 
Banking  Committee's  efforts  to  ensure  the  safety  and  soundness  of 
the  financial  system.  Over  the  past  six  months  the  Banking 
Committee  has  been  monitoring  the  rapid  growth  of  newfangled 
financial  instruments  called  derivatives  and  I  have  ordered  my 
staff  to  draft  legislation  that  would  call  for  further  regulation 
of  derivatives. 

As  part  of  our  review  of  the  risks  posed  by  derivatives,  the 
Committee  has  been  studying  one  of  the  major  purchasers  of 
derivative  products  —  hedge  funds.  Bank  lending  to  these  highly 
leveraged  and  largely  unregulated  investment  funds  raises  a  number 
of  serious  safety  and  soundness  questions  about  hedge  funds  and 
their  use  of  derivatives. 

Hedge  funds  are  one  of  the  largest  purchasers  of  derivative 
products  from  banks/  and  that  status  alone  makes  them  worthy  of 
scrutiny.  But  hedge  funds  deserve  extra  scrutiny  because  their 
massive  financial  clout,  fueled  by  large  credit  lines  from  banks, 
is  used  for  speculative  purposes.  This  speculative  activity  has 
grown  so  great  that  has  a  tremendous  effect  on  the  stability  of  our 
financial  markets. 

The  Congress  and  regulators  must  make  sure  that  they 
understand  the  impact  of  hedge  funds  on  the  stability  of  our 
financial  markets  and  the  banking  system.  Based  on  recent  events, 
it  appears  that  hedge  funds  are  increasingly  being  viewed  as  a 
growing  threat  to  the  stability  of  our  financial  system.  The  only 
way  to  understand  that  threat  is  to  learn  more  about  hedge  funds, 
debunk  the  myths,  and  develop  supervisory  strategies  to  control 
those  risks.  To  execute  that  strategy  the  regulators  must  begin  to 
require  greater  disclosure  about  bank  exposure  to  hedge  funds  and 
the  securities  regulators  need  to  require  greater  information  about 
hedge  fund  operations. 

As  a  first  step  to  ensuring  that  the  regulators  are  learning 
all  they  can  about  the  risks  posed  by  hedge  funds,  the  Committee 
will  hold  a  hearing  to  explore  the  implications  of  bank  exposure  to 
hedge  funds  on  Wednesday,  April  13. 
Background  on  Hedge  Funds 

Generally,  there  is  very  little  publicly  available  data  on 
hedge  funds  because  hedge  funds  deliberately  structure  their 
activities  so  as  to  avoid  regulation,  including  public  disclosure. 
It  is  not  uncommon  for  a  hedge  fund  to  have  its  trading  offices 
located  in  some  exotic  tax  haven  that  does  not  require  public 
disclosure  of  the  fund  trading  activities. 

There  is  no  precise  definition  of  a  hedge  fund,  but  basically 
as  hedge  fund  is  a  speculative  investment  vehicle  that  uses 
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sophisticated  techniques  to  trade  a  wide  range  of  currencies, 
securities  and  commodities.  They  offer  high-risk,  high-profit 
investments  to  investors,  usually  wealthy  individuals  who  can 
afford  to  take  the  risks. 

In  legal  form  hedge  funds  are  commonly  structured  as  private 
limited  partnerships  organized  in  the  U.S.  or  a  foreign 
corporations  in  an  off-shore  tax  haven.  Organizing  in  this  way 
permits  hedge  fund  to  avoid  most  domestic  regulation.  They  are 
exempt  from  most  securities  laws  and  because  they  are  partnerships 
or  off-shore  corporation  they  do  not  pay  U.S.  taxes.  Without  these 
important  legal  distinctions  hedge  fund  activities  would  be 
severely  curtailed. 

Each  hedge  fund  partnership  has  a  general  partner  that  is 
responsible  for  managing  the  fund,  making  investment  decisions  and 
raising  new  capital.  The  general  partner  often  have  a  large 
personal  stake  in  the  fund.  The  general  partner  receives  a  fee  for 
managing  the  fund  and  on  top  of  that,  typically  takes  20  percent  of 
all  fund  profits. 

Hedge  funds  are  usually  highly  leveraged.  In  other  words, 
they  use  borrowed  money  to  engage  in  many  of  their  activities. 
Banks  and  securities  firms  are  a  key  source  of  funds  for  hedge 
funds.  Hedge  funds  are  also  one  of  the  largest  purchasers  of 
derivatives  and  they  rely  on  banks  to  supply  both  derivative 
products  and  credit,  yet  there  is  little  available  data  on  the 
exact  magnitude  of  derivative  product  sales  to  hedge  funds  or  even 
bank  credit  exposure  to  hedge  funds. 

The  Commodity  Futures  Trading  Commission  (CFTC)  is  the  only 
financial  regulatory  agency  with  any  regular  reporting  contact  with 
hedge  funds.  In  the  futures  market  the  CFTC  requires  reporting 
which  identifies  the  positions  of  large  traders  such  as  hedge 
funds.  The  CFTC's  large  trader  reporting  authority  derives  from 
the  Commodities  Exchange  Act  which  requires  large  traders  to  and 
position  holders  in  particular  futures  contracts  to  maintain  books 
and  records  of  their  transactions  and  positions  in  both  futures  and 
cash  market  for  particular  commodities. 

Information  on  hedge  funds  is  sometimes  reportable  by  brokers 
and  dealers  under  the  Securities  Exchange  Commission's  (SEC's) 
large  trading  reporting  requirement,  but  these  regulations  cover 
only  publicly  traded  corporate  equities  and  options. 

Hedge  funds  are  subject  to  the  Securities  Exchange  Act  which 
requires  investors  to  report  large  positions  in  equity  securities. 
Also  some  investment  managers  of  hedge  funds  that  exercise 
investment  discretion  with  respect  to  equity  securities  must  file 
quarterly  reports  with  the  SEC  regarding  their  equity  positions. 
Recent  Losses  Raises  Concerns 

The  recent  collapse  of  European  bond  prices  was  the  latest 
warning  bell  that  illustrates  the  potential  risks  posed  by  hedge 
funds.  Press  reports  indicate  that  hedge  funds  made  massive  but 
incorrect  bets  on  the  direction  of  European  bond  prices  and  the 
result  was  staggering  losses.  The  newspapers  are  full  of  stories 
about  hedge  funds  losses.  For  example,  one  headline  reads  "Soros 
Empire  Unfazed  by  Loss  of  $600  million."   George  Soros's  runs  the 
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largest  hedge  fund  called  the  Quantum  Fund  which  reportedly  has 
over  $10  billion  in  assets  under  management.  The  Fund  reportedly 
lost  in  the  neighborhood  of  $600  million  in  one  day.  Other  funds 
have  had  similar  experiences.  I  will  invite  Mr.  Soros  and  other 
fund  managers  to  testify  on  April  13  when  I  plan  hearings  on  the 
risk  these  funds  pose  to  banks. 

Recent  headlines  also  suggest  that  the  massive  losses  are 
understandably  matched  by  a  growing  regulatory  concern  over  hedge 
funds.  One  headline  reads,  "Central  Bankers  Inquire  Into  Hedge 
Fund  Risks,"  while  another  reads,  "SEC  is  Concerned  About  Hedge 
Funds."  Coupled  with  the  recent  market  turbulence  over  the  Federal 
Reserve's  decision  to  raise  interest  rates,  it  is  easy  to 
understand  why  the  regulators  and  even  the  Congress  are  jittery 
about  hedge  funds  and  their  effect  on  the  stability  of  our 
financial  system. 

It  is  reasonable  to  ask  how  a  hedge  fund  could  lose  $600 
million  in  one  day.  In  great  part  the  explanation  lies  in  the 
growth  of  hedge  fund  financial  clout  and  the  highly  leveraged 
nature  of  hedge  fund  operations  —  big  gains  mean  big  risks,  and 
big  risks  mean  big  losses. 

Hedge  funds  have  approximately  $75  billion  under  management. 
The  hedge  funds  apparently  leverage  that  capital  with  bank  loans 
ranging  from  $5  to  $20  for  every  $1  under  management.  In  other 
words,  these  funds  could  conceivably  control  anywhere  between  $375 
billion  and  $1.5  trillion  in  financial  clout.  The  funds  can  then 
further  leverage  that  amount  by  buying  options  and  other 
derivatives. 

To  place  hedge  fund  financial  clout  in  perspective,  the 
average  daily  volume  of  currency  transactions  is  estimated  in  the 
$1  trillion  range,  while  the  world's  largest  stock  exchange,  the 
New  York  Stock  Exchange,  has  a  daily  trading  volume  of  roughly  $10 
billion. 

Given  their  financial  muscle,  it  is  easy  to  see  how  hedge 
funds  can  move  markets  and  worry  regulators.  It  is  also  easy  to 
see  that  given  their  aggressive  activities,  hedge  funds  have  the 
potential  to  cause  market  disruptions  and  increase  volatility  — 
both  threats  to  banks  that  are  heavily  involved  in  the  securities 
and  derivatives  businesses. 
Concerns  Raised  by  Hedge  Funds 

Hedge  funds  pose  several  major  risks  to  our  financial  system 
and  the  regulators  and  the  Congress  must  take  aggressive  steps  to 
investigate  those  risks.  One  threat  risk  is  systemic  while  the 
other  relates  to  the  level  of  individual  bank  exposure  to  hedge 
funds.  Both  of  these  risks  are  magnified  by  the  lack  of 
information  on  hedge  fund  activities  and  the  lack  of  any  reliable 
numbers  on  bank  exposure  to  hedge  funds.  Without  proper 
information,  it  is  impossible  to  gauge  the  level  of  risk  hedge 
funds  pose  to  our  financial  system.  In  addition,  the  regulators 
can  do  little  to  limit  bank  exposure  to  hedge  funds  without  such 
information.  In  other  words,  not  knowing  the  data,  no  one  can 
build  a  safety  net. 

Examples  of  problems  that  could  arise  from  hedge  fund 
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activities  are  easy  to  envision.  A  large  hedge  fund  fails  and 
defaults  on  billions  in  loans  to  several  large  derivatives  dealing 
banks.  On  top  of  that,  the  hedge  fund  defaults  on  its  side  of 
billions  in  derivatives  contracts  which  sets  off  a  chain  reaction 
panic  in  the  highly  concentrated  derivatives  market.  Rumors  would 
be  raised  about  the  dealer  banks'  ability  to  handle  the  defaults. 

Events  like  this  would  place  severe  stress  on  the  derivatives 
markets  and  the  credit  markets  and  the  financial  system  would 
likely  grind  to  a  halt  over  fears  that  the  large  banks  could  not 
meet  their  obligations.  Confidence,  the  key  underpinning  of  our 
financial  system  could  easily  be  shaken  to  the  core. 

This  scenario  alone  should  provide  enough  impetus  for  the 
regulators  to  gather  more  information  in  order  to  better  understand 
bank  exposure  to  hedge  funds.  While  the  hedge  funds  and  banks  will 
tell  us  that  the  above  scenario  is  highly  unlikely,  in  the  real 
world  such  missteps  are  all  too  real.  We  need  to  prepare  for  all 
possibilities  in  order  to  protect  the  integrity  of  our  financial 
system. 

I  have  asked  the  regulators  if  they  are  prepared  to  deal  with 
potential  hedge  fund  problems.  I  have  also  asked  for  detailed 
information  on  bank  exposure  to  hedge  funds  and  an  explanation  of 
the  systemic  risks  that  hedge  funds  pose  to  our  financial  system. 
And  I  am  not  the  only  person  expressing  concern  about  hedge  funds. 
Central  Bankers  concerned 

The  G-10  Central  Bank  governors  convene  regularly  at  the  Bank 
for  International  Settlements  (BIS)  to  discuss  international 
monetary  issues.  Earlier  this  year  the  central  banks  began  asking 
questions  about  hedge  fund  operations.  Recent  press  reports 
indicate  that  several  of  the  world's  major  central  banks  have  begun 
investigating  hedge  funds  after  the  huge  losses  the  funds  incurred 
in  the  European  bond  markets. 

The  central  banks  are  concerned  over  the  risks  that  hedge 
funds  pose  to  the  stability  of  the  world's  financial  system  and  the 
risks  to  individual  banks.  One  newspaper  reported  that  the  Bank  of 
England  is  holding  talks  with  United  Kingdom  clearing  and  merchant 
banks  and  has  sent  them  a  questionnaire  seeking  a  clearer  picture 
of  the  risks  involved  and  the  extent  of  bank  exposure  to  hedge 
funds. 

Another  paper  reported  that  the  Federal  Reserve  has  undertaken 
an  informal  but  similar  survey  of  the  major  U.S.  banks  in  order  to 
gather  information  on  the  effect  of  hedge  funds  on  bank  safety  and 
soundness  and  the  systemic  risks  posed  by  the  funds. 

These  efforts  are  necessary  because  there  is  very  little 
publicly  available  data  on  bank  exposure  to  hedge  funds.  I  liken 
the  current  situation  to  the  recent  experience  with  highly 
leveraged  transactions.  In  that  case  the  regulators  had  no 
systemic  data  on  bank  exposure  to  highly  leveraged  transactions  and 
they  were  unable  to  gauge  the  safety  and  soundness  risks  posed  by 
bank  lending  on  highly  leveraged  transactions.  In  order  to  get  a 
better  handle  on  those  risks,  the  regulators  eventually  forced  the 
banks  to  provide  detailed  information  on  their  exposure  to  highly 
leverage  transactions. 
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The  same  should  happen  with  respect  to  bank  exposure  to  hedge 
funds.  It  is  impossible  to  gauge  the  risks  of  exposure  to  hedge 
funds  without  an  accurate  picture  of  the  exposure.  Chairman 
Greenspan  recently  stated  that  before  bank  supervisors  can  develop 
effective  supervisory  strategies  to  deal  with  derivatives,  it  was 
imperative  that  banks  supply  additional  information  on  derivatives. 
For  that  same  reason  I  want  the  regulators  to  require  bank  to 
provide  additional  reporting  on  their  exposure  to  hedge  funds. 
Dingell,  Markey  and  SEC  Concerned  About  Hedge  Funds 

On  March  10,  1994,  Energy  and  Commerce  Committee  Chairman 
Dingell  and  Telecommunications  and  Finance  Subcommittee  Chairman 
Markey  wrote  to  the  Treasury  Secretary  and  SEC  Chairman  expressing 
concern  over  hedge  funds  and  asking  for  greater  disclosure  of  hedge 
fund  operations. 

Independent  of  that  action,  Mr.  Arthur  Levitt,  the  Chairman  of 
the  SEC,  recently  stated  that  he  was  concerned  about  hedge  funds' 
impact  on  the  stock  markets  and  the  SEC's  limited  ability  to 
monitor  the  funds.  He  also  stated  that  the  SEC  was  working  on 
measures  to  improve  hedge  fund  reporting. 

These  initiatives  will  allow  the  government  to  better  monitor 
the  impact  of  trading  by  such  funds  in  the  nation's  securities 
markets  and  take  steps  to  limit  risks  to  the  financial  system. 
Single  Regulator 

I  want  to  reiterate  that  the  public  would  be  much  better 
served  by  the  existence  of  a  single  bank  regulator  to  deal  with 
complex  issues  such  as  derivatives  and  hedge  funds.  Each  regulator 
has  a  slightly  different  orientation  and  philosophy  toward 
derivatives  and  hedge  funds  and  what  steps  should  be  taken  to 
ensure  safety  and  soundness.  We  need  a  unified,  uniformly  applied 
policy. 
Conclusion 

The  1992  Joint  Report  on  the  Government  Securities  Market, 
conducted  by  the  Treasury  Department,  Federal  Reserve  and  SEC 
provides  important  insight  into  how  hedge  funds  can  negatively 
affect  a  market.   The  report  states: 

"Events  in  the  government  securities  markets  have  shown  that 
their  capacity  for  leverage  allows  hedge  funds  to  take  large 
trading  positions  disproportionate  of  their  capital  base. 
However  the  sheer  size  of  the  positions  taken  by  hedge  funds 
raises  concerns  about  systemic  risk  that  these  funds  may 
introduce  into  the  financial  markets.  Regulators  currently 
have  little  information  that  might  help  them  assess  the  market 
impact  of  a  failure  of  a  hedge  fund  or  that  would  warn  of 
impending  failure,." 

The  landscape  has  not  changed  in  the  last  two  years.  Before 
we  get  to  the  crisis  stage  with  hedge  funds,  all  the  regulators 
should  develop  the  means  to  better  understand  the  risks  posed  by 
hedge  funds.  This  can  only  be  done  by  increased  disclosure.  For 
their  part,  bank  regulators  should  require  greater  disclosure  of 
bank  exposure  to  hedge  funds.  In  addition,  hedge  funds  should  no 
longer  be  exempt  from  prudent  safety  and  soundness  regulations  as 
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called  for  under  the  securities  laws. 

The  Congress  must  ensure  that  the  regulators  have  an  adequate 
understanding  of  and  clear  policies  to  deal  with  the  systemic  and 
operational  risks  posed  by  hedge  funds.  It  is  also  the 
responsibility  of  the  Congress  to  ensure  that  supervision! of  bank 
derivative  activities  and  hedge  funds  is  adequate. 

I  will  have  more  to  say  on  this  in  the  near  future. 
Meanwhile,  I  want  to  emphasize  that  the  concern  I  have  is  shared  by 
many  and  I  intend  to  bring  to  light  the  risks  hedge  funds  pose,  and 
bring  into  being  the  policies  needed  to  control  those  risks. 
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FOR  IMMEDIATE  RELEASE 


Washington.  D.C..  March  25,  1994  —  Concerned  about  the  rapid 
growth  of  derivatives  and  their  use  by  hedge  funds,  Chairman  Henry 
B.  Gonzalez  of  the  House  Banking  Committee  today  announced  that  the 
Committee  will  hold  a  hearing  on  hedge  funds,  one  of  the  largest 
purchasers  of  derivative  products  and  a  significant  participant  in 
the  stock  market.  Regulators  and  hedge  fund  operator  George  Soros 
will  be  invited  to  testify  at  10  a.m.,  April  13,  in  2128  Ray burn. 

Chairman  Gonzalez  said,  "Hedge  funds  deserve  extra  scrutiny 
because  their  massive  financial  clout,  fueled  by  large  credit  lines 
from  banks,  is  used  for  speculative  purposes.  This  speculative 
activity  has  grown  so  great  that  it  has  the  potential  to  have  a 
tremendous  effect  on  the  stability  of  our  financial  markets." 

"Furthermore,  hedge  funds  are  largely  unregulated  and  this  is 
further  cause  for  concern.  Banks  should  be  required  to  provide  more 
information  to  regulators  about  their  involvement  with  hedge 
funds,"  Mr.  Gonzalez  said. 

Chairman  Gonzalez  said,  "The  recent  collapse  of  European  bond 
prices  is  the  latest  warning  bell  signalling  the  potential  risks 
from  hedge  funds.  Press  reports  indicate  that  hedge  funds  made 
massive  incorrect  bets  on  the  direction  of  European  bond  prices 
which  produced  staggering  losses  —  like  $600  million  in  one  day  in 
one  instance." 

Chairman  Gonzalez  said,  "In  legal  form,  hedge  funds  are 
commonly  structured  as  private  limited  partnerships  organized  in 
the  U.S.  or  in  an  offshore  tax  haven.  This  structure  affords  the 
investors  important  legal  distinctions  from  other  types  of 
investment  vehicles,  distinctions  without  which  their  activities 
would  be  severely  curtailed." 

"While  there  is  no  precise  definition  of  a  hedge  fund, 
basically,  hedge  funds  are  speculative  investment  vehicles  that  use 
sophisticated  techniques  to  trade  a  wide  range  of  currencies, 
securities  and  commodities.  They  offer  high-risk,  high-profit 
investments  to  wealthy  individuals,"  he  said. 
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In  letters  to  Federal  Reserve  Chairman  Alan  Greenspan  and 
Comptroller  of  the  Currency  Eugene  Ludwig,  who  have  been  invited  to 
testify  at  the  hearing,  Chairman  Gonzalez  inguired  about  safety  and 
soundness  issues  to  the  banking  system  and  asked  about  the  total 
credit  risk  exposure  to  hedge  funds. 

In  a  letter  to  Chairman  Greenspan,  Chairman  Gonzalez  asked, 
"Is  the  Federal  Reserve  monitoring  bank  exposure  to  hedge  funds? 
How  would  the  failure  of  a  large  hedge  fund  and  the  ensuing  default 
on  derivatives  contracts  affect  bank  holding  companies  and  the 
derivatives  market?  Does  the  Federal  Reserve  contemplate  taking  any 
action  that  would  curb  the  aggressive  trading  strategies  of  hedge 
funds?  Does  the  Federal  Reserve  have  any  plans  to  reguire  bank 
holding  companies  to  report  on  hedge  fund  exposure?" 

In  a  letter  to  Comptroller  Ludwig,  Chairman  Gonzalez  asked, 
"What  is  the  total  bank  holding  company  exposure  to  hedge  funds? 
Are  any  bank  holding  companies  investment  advisors  to  hedge  funds? 
Does  the  OCC  reguire  banks  to  report  any  information  on  their 
exposure  to  hedge  funds?" 

Chairman  Gonzalez  said,  "The  Congress  and  regulators  must  make 
sure  that  they  understand  the  impact  of  hedge  funds  on  the 
stability  of  our  financial  markets  and  the  banking  system.  Based  on 
recent  events,  it  appears  that  hedge  funds  are  increasingly  being 
viewed  as  a  growing  threat  to  the  stability  of  our  financial 
system."  i 
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April  13,1994 


HEARING  NOTICE 


To:       Members  of  th«  Committee  on  Banking,  Finance  and  Urban 
Affairs 

From:     Henry  B.  Gonzalez,  Chairman 

Re:       Hearing  on  Banking  System  Exposure  to  Hedge  Funds 

On  Wednesday,  April  13,  1994,  at  10:00  a.m.  la  room  2120  of 
the  Raybura  louse  Office  Building,  the  Committee  on  Banking, 
Finance  and  Urban  Affairs  will  hold  a  hearing  to  ascertain  the 
risks  that  hedge  funds  pose  to  the  banking  system. 


Panel  I  -  Regulators 

The  Honorable  Eugene  A.  Ludvig,  Comptroller,  Office  of  the 
Comptroller  of  the  Currency  (OCC) 

The  Honorable  John  P.  LaWare,  Member,  Board  of  Governors  of  the 
Federal  Reserve  System 

The  Honorable  Arthur  Levitt,  Jr.,  Chairman,  Securities  and  Exchange 
Commission  (SEC) 

The  Honorable  Barbara  Holum,  Acting  Chairperson,  Commodity  Futures 
Trading  Commission  (CFTC) 

Panel  II  -  Hedge  Fund  Representative 
Mr.  George  Soros,  Soros  Fund  Management 


Mr.  Peter  D'Angelo,  President,  Caxton  Corporation  -  submitted 
vrittea  testimony  la  lieu  of  appearance 
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4.  Hedge  Funds 


The  recent  events  involving  Salomon  and  the  much-publicized  "squeezes"  of 
Treasury  notes  have  focused  public  and  regulatory  attention  on  a  type  of  investment 
entity  popularly  referred  to  as  a  "hedge  fund."  These  investment  funds,  which  are 
operated  so  as  to  be  exempt  from  most  types  of  regulatory  oversight  and  restraints, 
have  recently  begun  to  play  a  major  role  in  the  government  securities  market.  They 
apparently  have  the  capability  to  assume  large  positions  in  Treasury  securities  because 
of  their  size,  capacity  for  leverage,  and  willingness  to  take  substantial  risks  with  their 
capital.  This  section  discusses  why  regulators  have  little  access  to  information  about 
these  entities  and  their  day-to-day  activities  and  what  the  possible  implications  are  for 
the  government  securities  market. 

What  is  a  'hedge'  fund? 

The  term  "hedge  fund"  was  in  use  as  early  as  the  1960s  to  describe  a  new 
speculative  investment  vehicle  that  used  sophisticated  hedging  and  arbitrage  techniques 
in  the  corporate  equities  market34  In  the  late  1960s,  former  Securities  and  Exchange 
Commissioner  Hugh  Owens  described  "hedge  funds"  as  "private  investment  partnerships 
which  employ  the  investment  techniques  Of  leveraging  and  hedging."15  In  the  1970s 
and  1980s,  the  activities  of  similar  types  of  funds  broadened  into  a  range  of  financial 
instruments  and  activities.  These  funds  grew  tremendously  in  terms  of  assets, 
particularly  in  the  1980s,  and  now  operate  in  the  cash,  futures,  and  options  markets  and 
engage  in  foreign  currency,  government  securities,  and  commodity  transactions,  as  well 
as  merger  and  acquisition  activities. 

The  term  "hedge  fund"  does  not  have  a  precise  definition,  but  it  has  been  used  to 
refer  generally  to  a  cadre  of  private  investment  partnerships  that  are  engaged  in  active 
trading  and  arbitrage  of  a  range  of  different  securities  and  commodities.  For  the 
purposes  of  this  report,  the  discussion  presented  here  will  focus  on  characteristics  of 
those  funds  that  are  large  and  active  participants  in  the  government  securities  market 
and  will  use  the  term  "hedge  fund"  to  refer  to  this  sort  of  private  investment  fund, 
regardless  of  its  actual  activities. 


The  A.W.  Jones  Group  may  have  been  the  first  entity  to  be  nicknamed  a  "hedge  fund"  in  the  early 
1960s  because  of  its  strategy  of  taking  offsetting  long  and  short  positions  in  the  stock  of  companies  in  the 
same  industry,  thus  hedging  macroeconomic  factors  but  benefitting  from  company  specific  performance. 

55  *A  Regulator  Looks  at  Some  Unregulated  Investment  Companies:  The  Exotic  Funds,"  Remarks  of 
SEC  Commissioner  Hugh  Owens  before  the  North  American  Securities  Administrators  Association 
(October  21, 1969). 
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Publicly  available  data  on  hedge  funds  and  their  activities  are  limited.  In  fact, 
hedge  funds  are  organized  in  such  a  way  as  to  minimize  the  amount  of  information 
that  they  need  to  disclose  about  their  operations.  No  comprehensive  statistics  exist  as 
to  their  overall  number  in  the  United  States,  assets  under  management,  types  of 
transactions,  degree  of  leverage,  rates  of  return,  or  positions  in  particular  securities, 
aside  from  large  positions  in  futures  contracts  and  corporate  equities. 

Media  reports,  discussions  with  market  participants,  and  the  limited  information 
disclosed  to  regulatory  agencies  suggest  some  rough  estimates.  Total  assets  invested  in 
hedge  funds  certainly  run  into  the  tens  of  billions  of  dollars;  several  funds  have  assets 
of  more  than  $1  billion  each.  In  fact,  many  hedge  funds  are  reported  not  to  be 
accepting  new  money,  as  some  have  groAvn  too  large  and  unwieldy  for  the  sort  of 
trading  strategies  they  typically  employ.  Rates  of  return  on  leading  hedge  funds  are 
reported  to  be  well  above  average  market  returns,  even  over  a  period  of  years.36 
Many  hedge  fund  managers  began  their  careers  as  commodity  traders  and  continue  to 
use  sophisticated  trading  and  arbitrage  techniques. 

As  hedge  funds  have  grown  in  size,  requiring  fund  managers  to  seek  markets  that 
can  easily  absorb  huge  amounts  of  money,  several  of  the  largest  funds  have  recently 
become  aggressive  participants  in  the  government  securities  market  While  hedge 
funds  have  regularly  placed  bids  in  Treasury  auctions  in  the  past,  it  was  not  until  late 
1990  that  funds  began  making  large  and  aggressive  bids  in  Treasury  auctions.  These 
funds  have  been  placing  bids  in  amounts  that  suggest  highly  leveraged  positions.  The 
funds  typically  bid  through  major  primary  dealers,  and  the  combined  awards  of  dealer 
and  hedge  fund  would  often  represent  a  significant  portion  of  the  publicly  offered 
amount  of  securities. 

Hedge  funds  are  also  reported  to  have  acquired  even  larger  positions  in  the 
secondary  market  for  Treasury  securities  (including  the  when-issued  market)  and  are 
likely  to  have  engaged  in  repurchase  transactions  in  order  to  finance  these  positions 
and  those  purchased  in  the  primary  market.  Certain  hedge  funds  that  are  large 
participants  in  the  government  securities  market  have  also  been  the  focus  of  some 
publicity  as  a  result  of  unauthorized  bids  submitted  in  their  names  by  Salomon  in 
several  Treasury  auctions.57 


*  Stephen  Taub,  "Hedging  your  way  to  prosperity,'  Financial  Wortd,  (April  3,  1990). 

w  See  Statement  of  Salomon  Ing  submitted  in  conjunction  with  the  testimony  of  Warren  E.  Buffet. 
Chairman  and  Chief  Executive  Officer  of  Salomon  Inc.  before  the  Securities  Subcommittee.  Committee  on 
Banking  Housing  and  Urban  Affairs.  United  States  Senate.  September  10.  1991. 

B-65 


323 


Legal  and  regulatory  structure 

Hedge  funds  are  generally  structured  as  limited  partnerships,  organized  either  in 
a  U.S.  state  or  "offshore"  in  a  tax-haven  country.38  This  structure  affords  the  investors 
important  legal  distinctions  from  other  types  of  investment  vehicles,  distinctions  without 
which  their  activities  would  be  severely  curtailed. 

An  entity  structured  as  a  limited  partnership  is  permitted  under  the  tax  laws  to 
pass  through  its  profits  to  the  partners,  avoiding  entity-level  taxes  that  would  be  levied 
on  other  forms  of  organization.  Equally  important,  hedge  funds  can  be  structured  so  as 
to  be  exempt  from  a  variety  of  securities  and  investment  company  regulations.  This 
leaves  hedge  funds  structured  in  this  way  with  a  much  greater  degree  of  flexibility  in 
both  investment  techniques  and  compensatory  structure  than  would  be  possible  for  a 
conventional  regulated  investment  company. 

Each  limited  partnership  must  have  a  general  partner,  who  is  responsible  for 
managing  the  fund,  making  investment  decisions  (or  selecting  who  will  make 
investment  decisions)  and  raising  new  capital  when  necessary.  The  general  partner  of  a 
hedge  fund  (or  its  owner)  sometimes  has  a  large  personal  stake  invested  in  the  fund. 
The  limited  partners  purchase  an  interest  in  the  partnership,  in  return  for  which  they 
receive  a  fixed  percentage  of  the  fund's  profits.  The  minimum  purchase  unit  for  a 
partnership  interest  is  usually  in  the  $100,000  to  $1  million  range  and  is  thus  geared 
towards  high  net  worth  individuals  or  institutions.  A  partnership  interest  cannot  be 
easily  sold  or  transferred,  unlike  shares  in  a  mutual  fund.  There  may  be  a  minimum 
holding  period  before  sale  is  allowed  or  a  substantial  delay  in  liquidating  the 
partnership  interest  by  selling  it  to  the  general  partner. 

Securities  laws.  Hedge  funds  are  not  generally  subject  to  SEC  oversight.39  Most 
investment  interests  in  hedge  fund  partnerships  are  privately  offered  and  not  registered 
pursuant  to  the  Securities  Act  of  1933;  therefore,  no  offering  documents  for  them  are 
filed  with  the  SEC,  although  an  offering  document  may  be  required  to  be  distributed  to 
the  limited  partners. 

Hedge  funds  also  claim  an  exclusion  from  registering  as  securities  dealers  under 
Section  15(a)  of  the  Securities  Exchange  Act  of  1934  ("Exchange  Act"),  based  on  the 
so-called  "trader"  exception  to  the  definition  of  "dealer."  In  general,  a  trader  is  an 


38  Offshore  funds  may  also  be  organized  as  corporations,  which  affords  their  foreign  investors 
exemption  from  U.S.  taxes  but  allows  the  shares  to  trade  on  foreign  stock  exchanges. 

39  The  anti-fraud  provisions  of  the  federal  securities  laws  do  apply  to  hedge  funds  whether  or  not  they 
are  registered  with  the  SEC.  See  Tama/  Franket,  The  Regulation  of  Money  Managers,  (1978),  Vol.  4,  pp. 
318-323,  for  a  discussion  of  the  treatment  of  hedge  funds  under  the  securities  laws. 
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entity  that  trades  securities  solely  for  its  own  investment  account  and  does  not  cany  on 
a  public  securities  business,  while  a  dealer  buys  and  sells  securities  as  part  of  a  regular 
business,  deals  directly  with  public  investors,  engages  in  market  intermediary  activities, 
and  may  also  provide  other  services  to  investors.  To  date,  the  SEC  has  not  taken  a 
formal  position  on  the  issue  of  hedge  fund  registration  as  dealers,  and  the  funds  that 
this  report  has  focused  on  have  not,  on  their  own  initiative,  sought  advice  from  the 
SEC  as  to  whether  to  register. 

If  appropriately  structured,  a  hedge  fund  is  not  an  investment  company  under  the 
Investment  Company  Act  of  1940.  Under  Section  3(c)(1)  of  this  statute,  funds  with  less 
than  100  persons  and  no  intention  of  making  a  public  offering  are  exempt  from 
registering  as  an  investment  company.  A  fund  excluded  from  the  definition  of 
investment  company  is  not  subject  to  any  provisions  of  the  Investment  Company  Act 

Investment  company  status  imposes  substantial  regulatory  requirements,  including 
conflict  of  interest  regulations,  financial  statement  and  audit  requirements,  and 
disclosures  to  customers  and  to  the  SEC.  Investment  companies  are  also  subject  to 
leverage  limitations,  including  an  overall  300  percent  asset-to-debt  coverage  rate.  This 
would  be  a  particularly  troublesome  restriction  for  hedge  funds,  which  reportedly  often 
rely  on  a  high  degree  of  leverage  in  order  to  take  larger  positions  and  raise  their 
potential  rate  of  return  on  capital. 

The  Investment  Advisers  Act  of  1940  requires  registration  of  professional  money 
managers  with  the  SEC.  Fund  managers  may  avail  themselves  of  the  small  adviser 
exemption  from  registration  in  Section  203(b)(3)  of  the  Investment  Advisers  Act  if  they 
have  less  than  15  clients.  In  1985,  the  SEC  adopted  rule  203(b)(3)- 1,  which  permits  a 
general  partner  to  count  a  limited  partnership  as  a  single  client,  rather  than  counting 
each  partner  as  a  separate  client,  under  certain  circumstances.  Under  this  rule,  it 
appears  that  managers  and  general  partners  of  hedge  funds  would  be  exempt  from 
registration. 

Hedge  funds  are  probably  particularly  eager  to  avoid  investment  adviser 
registration.  In  addition  to  record-keeping  and  disclosure  requirements  associated  with 
investment  adviser  registration,  fund  managers  might  also  have  to  comply  with  Rule 
205-3,  which  prohibits  an  investment  adviser  from  charging  performance-linked  fees.40 
Of  course,  as  general  partner,  the  manager  of  a  hedge  fund  would  be  entitled  to  a  fair 
return  on  capital  invested,  but  the  SEC  would  probably  view  any  compensation  above  a 
return  on  capital  and  payment  for  services  which  are  not  linked  to  performance  as  a 
performance  fee. 


40  Rule  205- 3{e)  permits  performance  fees  when  all  clients  have  a  minimum  of  $500,000  under 
management  or  a  net  worth  of  $1  million  each. 
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Commodity  Exchange  Act.  Because  most  hedge  funds  make  use  of  futures 
markets,  their  operators,  advisers  and  trading  activities  fall  within  the  regulatory 
domain  of  the  Commodity  Futures  Trading  Commission  ("CFTC").  The  CFTC 
requirements  for  hedge  funds  are  disclosure  oriented  and  less  prescriptive  than  those 
for  investment  companies  and  investment  advisers,  but  at  the  same  time,  CFTC 
registration  is  harder  to  avoid. 

Under  the  Commodity  Exchange  Act  ("CEA"),  registration  of  hedge  funds 
themselves  is  not  required;  rather,  registration  is  required  of  the  hedge  fund  manager 
and  any  adviser(s)  to  the  fund  under  certain  circumstances.  The  manager  may  have  to 
register  as  a  commodity  pool  operator  ("CPO")  and  the  adviser(s)  may  have  to  register 
as  a  commodity  trading  advisor  ("CTA").  Every  commodity  pool  must  have  a  pool 
operator  responsible  for  operational  aspects  of  the  fund  and  for  raising  funds  from 
investors.  A  CPO  can  manage  more  than  one  pool,  and  a  pool  can  have  more  than 
one  CPO  or  CTA.  Several  major  hedge  fund  managers  or  their  affiliates  are,  in  fact, 
registered  with  the  CFTC  as  CTAs  or  CPOs. 

The  CFTCs  regulations  define  a  commodity  pool  as  "an  investment  trust, 
syndicate  or  similar  form  of  enterprise  operated  for  the  purpose  of  trading  commodity 
interests."  Accordingly,  an  investment  fund  generally  must  be  considered  a  commodity 
pool  if  it  makes  use  of  commodity  futures  and  options  contracts.  The  CFTC  generally 
makes  a  determination  as  to  when  pool  status  is  appropriate  depending  on  the 
importance  of  commodity  futures  trading  to  the  entity  and  its  other  characteristics.  An 
offshore  operator  of  an  offshore  investment  entity,  however,  may  be  granted  relief  from 
CPO  registration  if  it  is  not  marketed  to  U.S.  investors,  regardless  of  the  scope  of  its 
activities  in  the  U.S.  futures  markets. 

The  CEA  also  prescribes  that  any  person  who  provides  advice  regarding 
commodity  futures  and  options  trading  must  register  as  a  CTA.  Exemption  is  provided 
for  those  who  advise  15  or  fewer  clients  and  do  not  hold  themselves  out  generally  to 
the  public  as  a  CTA.  However,  unlike  the  SEC,  the  CFTC  will  usually  count  each 
investor  in  the  partnership  separately  for  the  purposes  of  determining  CTA  status. 

CPOs  are  required  by  the  CFTC  to  provide  disclosure  documents  and  certified 
annual  reports  to  investors  and  to  the  CFTC.  CTAs  must  provide  disclosure 
documents  to  clients  and  to  the  CFTC.  CPOs  and  CTAs  must  keep  and  maintain 
books  and  records  which  must  be  accessible  to  the  CFTC  and  the  Department  of 
Justice  for  inspections.  Information  that  must  be  maintained  includes  records  of 
commodity  and  cash  market  trading  activity  and  information  concerning  the  pools. 

Regulatory  Issues 

The  regulatory  issues  relevant  to  these  funds  involve  not  so  much  the  protection 
of  the  investors  who  invest  in  them,  typically  high  net  worth  individuals  or  institutions, 
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but  the  potential  of  these  funds,  due  to  their  size,  active  market  presence,  and  use  of 
leverage,  to  cause  market  disruptions. 

For  example,  Salomon  has  disclosed  that  it  purchased  large  amounts  of 
securities  for  two  large  hedge  funds  in  the  May  two-year  note  auction  and  was  aware  of 
a  large  position  in  the  notes  by  a  third  fund.  This  concentration  of  ownership  of  the 
securities  may  have  contributed  to  a  squeeze  in  the  market. 

In  addition,  hedge  funds  are  large  enough  to  prompt  concern  about  market 
stability.  However,  regulators,  except  for  the  CFTC  in  some  circumstances,  have  little, 
if  any,  authority  to  gain  access  to  information  about  hedge  fund  activities.  While  the 
SEC  can  obtain  through  its  subpoena  powers  records  relevant  to  its  investigations, 
which  must  be  approved  by  a  vote  of  the  Commission,  there  appears  to  be  little  access 
for  regulators  outside  of  an  investigatory  proceeding. 

Reporting  and  Information  access.  The  CFTC  is  the  only  regulatory  agency  with 
any  regular  reporting  contact  with  certain  hedge  funds.  In  the  futures  market,  the 
CFTC  requires  large  position  reporting  identifying  the  positions  of  large  traders  in 
specific  futures  contracts,  and  several  of  the  major  hedge  funds  are  regularly  included 
in  these  reports.  As  mentioned  above,  the  CFTC  also  receives  annual  reports  from 
CPOs  regarding  their  pools'  operations  and  has  the  authority  to  inspect  records  of  cash 
market  transactions  of  the  pools,  their  CPOs,  and  their  clients,  although  this  authority 
is  not  routinely  exercised. 

The  CFTCs  large  trader  reporting  authority  derives  from  Section  4i  of  the  CEA 
which  requires  large  traders  and  position-holders  in  particular  futures  contracts  to 
maintain  books  and  records  of  their  transactions  and  positions  in  both  the  futures  and 
cash  market  for  the  particular  commodity  and  allows  the  CFTC,  along  with  the 
Department  of  Justice,  to  inspect  these  records.  It  is  not  clear,  however,  whether  the 
CFTC  could  use  this  authority  to  acquire  information  for  purposes  other  than  to 
investigate  concerns  in  the  futures  market. 

In  some  instances,  hedge  funds  must  also  report  to  the  SEC  Hedge  funds  are 
subject  to  Section  13(d)  of  the  Exchange  Act,  which  requires  investors  to  report  large 
positions  in  equity  securities.  In  addition,  investment  managers  of  hedge  funds  may  be 
subject  to  the  reporting  requirements  of  Section  13(0  °f  tnc  Exchange  Act,  which 
requires  investment  managers  that  exercise  investment  discretion  with  respect  to  equity 
securities  having  an  aggregate  fair  market  value  of  at  least  $100  million  to  file 
quarterly  reports  with  the  SEC  regarding  their  equity  securities  positions.  These 
reports  are  made  public  Information  on  hedge  funds  also  is  reportable  by  brokers  and 
dealers  under  the  SECs  new  large  trader  reporting  provision  (Section  13(h)),  although 
these  regulations  will  cover  only  publicly  traded  corporate  equities  and  options. 
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The  SEC  has  little  additional  authority  to  obtain  regular  information  on  the 
activities  of  hedge  funds.  In  order  to  claim  the  exemptions  from  the  Investment 
Advisers  Act  and  the  Investment  Company  Act,  the  funds  are  not  required  to  submit 
any  documentation  or  to  petition  for  exemption.  In  fact,  the  existence  of  a  particular 
hedge  fund  may  not  even  come  to  the  SECs  attention  unless  the  SEC  receives  a 
complaint  about  that  fund's  activities. 

Treasury  also  has  little  regulatory  contact  with  hedge  funds  or  access  to 
information  on  their  activities.  While  Treasury  does,  of  course,  have  information  on 
auction  bidding  and  Treasury  securities  awarded  to  hedge  funds  in  auctions,  it  currently 
has  no  access  to  information  on  hedge  funds'  when-issued  and  other  secondary-market 
activity  in  government  securities,  aside  from  the  limited  position  reporting  required  on 
auction  tender  forms. 

Systemic  market  risk.  Events  in  the  government  securities  market  have  shown 
that  their  capacity  for  leverage  allows  hedge  funds  to  take  large  trading  positions 
disproportionate  to  their  capital  base.  Thus  far,  fund  managers  have  proved  very  adept 
at  controlling  their  market  risk,  and  their  lending  counterparties  appear  to  consider 
them  creditworthy.  However,  the  sheer  size  of  the  positions  taken  by  the  hedge  funds 
raises  concerns  about  systemic  risk  that  these  funds  may  introduce  into  the  financial 
markets. 

It  is  unclear  to  what  extent  the  failure  of  a  major  hedge  fund  would  affect  the 
functioning  of  the  financial  markets.  Market  participants  have  indicated  that  hedge 
funds'  use  of  leverage  is  usually  implemented  through  margined  or  collateralized 
transactions,  which  would  tend  to  mitigate  the  effect  of  a  failure  on  counterparties. 
For  example,  transactions  on  commodity  futures  exchanges,  in  which  hedge  funds  are 
very  active,  are  subject  to  margin  and  mark-to-market  rules.  Repurchase  agreements 
are  collateralized  by  government  securities,  which  would  allow  the  counterparty  that 
held  the  collateral  securities  to  retain  or  sell  them  in  the  event  of  a  failure.  However, 
regulators  currently  have  little  information  that  might  help  them  assess  the  market 
impact  of  a  failure  of  a  hedge  fund  or  that  would  warn  of  an  impending  failure. 
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March  18,  1992 


The  Honorable  Richard  C.  Breeden 

Chairman 

Securities  and  Exchange  Commission 

450  5th  Street,  N.W. 

Washington,  D.C.   20549 

Dear  Mr.  Chairman: 

Pursuant  to  Rules  X  and  XI  of  the  House  of  Representatives, 
the  Subcommittee  on  Telecommunications  and  Finance  is  initiating 
an  investigation  into  the  nature  and  adequacy  of  current 
regulatory  treatment  of  a  type  of  specialized  private  investment 
entity  known  as  a  "hedge  fund." 

In  recent  years,  hedge  funds  appear  to  have  played  an 
increasingly  important  role  in  our  nation's  securities  markets. 
In  its  report  on  the  October  1987  stock  market  crash,  the  Brady 
Commission  reported  that  the  initial  decline  in  the  market  in 
mid-October  1987: 

. . .  ignited  mechanical,  price-insensitive  selling  by  a 
number  of  institutions  employing  portfolio  insurance 
strategies  and  a  small  number  of  mutual  fund  groups 
reacting  to  redemptions.   The  selling  by  these 
investors,  and  the  prospect  of  further  selling  by  them, 
encouraged  a  number  of  aggressive  trading-oriented 
institutions  to  sell- In  anticipation  of  further  market 
daclir.es.   Thesa"~instTtutiono  included,  in  addition  tc 
hedge  funds,  a  small  number  of  pension  and  endowment 
funds,  money  management  firms  and  investment  banking 
houses.  ( emphasis  added) 

More  recently,  hedge  funds  have  become  active  participants  in 
the  government  securities  markets.  As  you  know,  in  January  of 
this  year,  the  Commission,  along  with  the  Treasury  Department  and 
Federal  Reserve  Board,  issued  their  Joint  Report  on  the  Government 
Securities  Market.   The  Joint  Report  indicates  that  hedge  funds 
"have  recently  begun  to  play  a  major  role  in  the  government 
securities  market,"  and  that  "regulators  have  little  access  to 
information  about  these  entities  and  their  day-to-day  activities 
and  what  the  possible  implications  are  for  the  government 
securities  market." 

The  Joint  Report  revealed  that  publicly  available  data  on 
hedge  funds  was  limited,  that  they  were  organized  in  such  a  way  as 
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to  minimize  the  amount  of  information  they  needed  to  disclose 
about  their  operations,  and  that  they  are  not  generally  subject  to 
SEC  oversight  or  regulation.   The  Joint  Report  also  raised  serious 
questions  about  the  potential  for  hedge  funds,  due  to  their  size, 
market  presence  and  use  of  leverage,  to  cause  market  disruptions. 

This  information  is  of  very  serious  concern  to  the 
Subcommittee,  inasmuch  as  it  indicates  the  potential  for  highly 
speculative  investment  entities  —  about  which  the  SEC  has  little 
or  no  information  —  to  engage  in  activities  which  could 
potentially  result  in  disruptions  in  our  nation's  financial 
markets.   In  order  to  better  understand  the  nature  and  adequacy  of 
current  regulatory  treatment  of  these  entities,  it  is  therefore 
requested  that  the  Commission  provide  the  Subcommittee  with 
responses  to  the  following: 

1.  Please  provide  a  brief  description  of  a  hedge  fund,  a 
listing  of  the  names  and  addresses  of  such  funds  known  to  be 
operating  in  the  United  States,  the  total  assets  they  have  under 
management,  the  types  of  transactions  they  typically  engage  in, 
the  degree  of  leverage  they  utilize,  the  types  of  individuals  or 
institutions  who  invest  ir.  them,  and  the  rates  of  return  they 
provide  investors. 

2.  The  Joint  Report  states  that  the  hedge  funds  "grew 
tremendously  in  terms  of  assets,  particularly  in  the  1980s,  and 
now  operate  in  the  cash,  futures,  and  options  markets  and  engage 
in  foreign  currency,  government  securities,  and  commodity 
transactions,  as  well  as  merger  and  acquisition  activities."  What 
factors  lead  to  the  growth  in  the  size  of  hedge  funds  in  the 
1980s?  What  markets  are  they  most  active  in  today,  and  how 
significant  a  participant  are  the  hedge  funds  in  these  markets? 

3.  The  Joint  Report  states  that  the  SEC  "has  little 
additional  authority  to  obtain  regulatory  information  on  the 
activities  of  hedge  funds"  and  that  "regulators,  except  for  the 
CFTC  in  some  circumstances,  have  little,  if  any  authority  to  gain 
access  to  information  about  hedge  fund  activities"  outside  of  an 
investigatory  proceeding.   Please  provide  the  Subcommittee  with 
the  SEC's  assessment  of  the  adequacy  of  current  regulatory 
treatment  of  hedge  funds.   In  your  response,  please  answer  the 
following  questions: 

A.   How  much  information  will  the  SEC  be  able  to  obtain 
about  the  activities  of  hedge  funds  using  the  large 
trader  reporting  rules  authorized  under  the  Stock  Market 
Reform  Act  of  1990?  Given  the  lack  of  other  SEC 
disclosure  or  registration  requirements  for  hedge  funds, 
are  any  special  large  trader  regulations  needed? 
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B.  Should  hedge  funds  be  required  to  register  with  the 
SEC  as  securities  dealers  or  investment  companies? 

C.  Should  hedge  funds  be  subjected  to  any  increased  SEC 
reporting  or  disclosure  requirements? 

D.  Should  the  SEC  adopt  investment  advisor  registration 
requirements  for  hedge  fund  managers? 

E.  What,  if  any,  changes  in  the  current  regulatory 
treatment  of  hedge  funds  or  hedge  fund  managers  would 
the  SEC  recommend  in  order  to  assure  regulators  have 
better  routine  access  to  information  regarding  the 
activities  of  these  entities? 

F.  Would  any  of  the  recommended  changes  set  forth  in 
response  to  the  above  questions  require  additional 
legislation? 

4.  The  Joint  Report  indicates  that  "the  existence  of  a 
particular  hedge  fund  many  not  even  come  to  the  SEC's  attention 
unless  the  SEC  receives  a  complaint  about  the  fund's  activities." 
How  many  complaints  has  the  SEC  received  relating  to  hedge  fund 
activities  since  January  1,  1987?  Please  describe  what  actions 
were  undertaken  by  the  SEC  in  response  to  these  complaints. 

5.  Please  provide  the  Subcommittee  with  a  list  and  a  brief 
description  of  all  enforcement  actions  initiated  by  the  SEC  or  the 
self -regulatory  organizations,"  on  or  after  January  1,  1987,  which 
involve  potential  violations  of  the  federal  securities  laws  by 
hedge  funds,  their  managers  or  their  associated  persons. 

6.  To  what  extent  does  the  current  lack  of  SEC  registration, 
disclosure  or  reporting  requirements  for  hedge  funds  complicate 
SEC  enforcement  actions  against  hedge  funds,  their  managers,  or 
associated  persons? 

7.  The  Joint  Report  indicates  that  "the  sheer  6ize  of  the 
positions  taken  by  the  hedge  funds  raises  concerns  about  systemic 
risk  that  these  funds  may  introduce  into  the  financial  markets." 
In  what  ways  could  the  activities  of  the  hedge  funds  introduce 
systemic  risk  to  the  financial  markets?  What  types  of  information 
would  the  SEC  need  in  order  to  assess  the  market  impact  of  a 
failure  of  a  hedge  fund  or  obtain  early  warning  of  an  impending 
failure  of  a  hedge  fund? 

8.  The  Joint  Report  indicates  that  many  hedge  funds  are 
organized  as  "offshore"  limited  partnerships  in  a  foreign  country 
or  as  offshore  corporations,  some  of  whose  shares  may  be  traded  on 
foreign  stock  exchanges.  How  much  information  is  the  SEC  able  to 
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obtain  about  the  activities  of  offshore  hedge  funds  from  foreign 
governmental  authorities?  Are  most  hedge  funds  organized  in 
foreign  countries  with  which  the  SEC  has  a  memorandum  of  (HOU) 
understanding  in  place  providing  for  international  enforcement 
cooperation?  If  not,  to  what  extent  does  the  lack  of  an  MOU 
complicate  the  SECs  ongoing  regulatory  or  enforcement  efforts? 

9.   The  Subcommittee  has  received  reports  that  Gone  hedge 
funds  may  have  recently  become  active  participants  in  the  initial 
public  stock  offerings  (IPO)  market,  and  that  some  underwriters 
may  be  allocating  securities  in  "hot"  IPOs  to  hedge  funds,  who 
then  quickly  resell  these  securities,  often  at  a  substantial 
profit.   A  March  4,  1992,  Wall  Street  Journal  article  reported  on 
possible  conflicts  of  interest  securities  firms  may  face  relating 
to  the  pricing  of  certain  recent  IPOs.  Has  the  SEC  observed  any 
increase  in  hedge  fund  participation  in  the  IPO  market?  Is  the 
SEC  concerned  about  the  possibility  that  some  recent  IPOs  may  have 
been  underpriced  by  underwriters  6o  as  to  benefit  the  interests  of 
hedge  funds  or  other  speculative  investors  at  the  expense  of  IPO 
issuers?  What  are  the  fiduciary  duties  of  underwriters  in  this 
area? 

Thank  you  for  your  assistance  and  cooperation  in  responding 
to  the  Subcommittee's  request.   Should  you  have  any  questions, 
about  this  inquiry,  please  have  your  staff  contact  Mr.  Jeffrey  S. 
Duncan  of  the  Subcommittee  staff  at  226-2424. 

Sincerely, 


Edward  J.   Markey  f 

Chairman 
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UNITED  STATES 

SECURITIES  AND  EXCHANGE  COMMISSION 
WASHINGTON.  DC.   20549 

THC    CHAIRMAN 

June  12,  1992 


The  Honorable  Edward  J.  Markey 

Chairman 

Subcommittee  on  Telecommunications  and  Finance 

Committee  on  Energy  and  Commerce 

United  States  House  of  Representatives 

Washington,  D.C.  20515 

Dear  Chairman  Markey: 

This  is  in  response  to  your  letter  of  tfarch  18,  1992 
regarding  hedge  funds. 

As  you  know,  although  the  recent  Joint  Report  on  the 
Government  Securities  Markets  discussed  hedge  funds,  it  did  not 
make  any  legislative  proposals  regarding  hedge  funds.   There  does 
not  appear,  at  the  present  time,  to  be  any  need  for  legislation 
specifically  addressing  hedge  funds. 

Investors  in  hedge  funds  are  typically  wealthy  individuals. 
They  are  protected  by  the  limits  in  the  statutory  exemptions  on 
which  hedge  funds  rely,  as  well  as  by  the  hedge  funds'  own  limits 
on  minimum  investments.   Since  1987,  the  Commission  has 
apparently  received  no  investor  complaints  and  has  instituted  no 
enforcement  actions  against  hedge  funds.   To  the  extent  that 
additional  information  about  the  trading  of  hedge  funds  is 
necessary  to  understand  any  systemic  effect  of  their  trading,  the 
large  trader  reporting  system  for  equity  securities,  and  the 
proposed  large  position  reporting  system  for  government 
securities,  should  be  adequate. 

The  enclosed  memorandum  from  the  Commission's  staff  attempts 
to  respond  to  your  detailed  questions.  Please  let  us  know  if  you 
require  any  additional  information. 

Sincerely  yours, 


Richard  C.  Breeden 
Chairman 


Enclosure 
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MEMORANDUM 

June  12,  1992 

TO:       Chairman  Breeden 

FROM:     William  H.  Heyman,  Director 

Division  of  Market  Regulation 

Marianne  K.  Smythe,  Director 
Division  of  Investment  Management 

RE:       Hedge  Funds 

This  memorandum  responds  to  a  letter,  dated  March  18,  1992, 
from  Chairman  Markey  of  the  House  Subcommittee  on 
Telecommunications  and  Finance,  in  which  he  requested  that  the 
Commission  provide  the  Subcommittee  with  detailed  information 
regarding  the  nature,  and  regulatory  treatment,  of  certain 
private  investment  vehicles  known  as  "hedge  funds."  The 
memorandum  has  been  prepared  in  a  report  format  that  generally 
follows  the  order  of  the  questions  raised  in  Chairman  Markey' s 
letter. 

At  the  present  time,  the  Commission  does  not  have  a  direct 
source  of  information  regarding  hedge  fund  activities  and  there 
is  no  public  directory  of  hedge  funds.   Consequently,  much  of  the 
information  in  this  report  was  drawn  from  publicly  available 
sources. 

I.   General  Information  Regarding  Hedge  Funds  and  their  Growth 

A.   General  Description.   The  term  "hedge  fund"  is  not 
defined  or  used  in  the  federal  securities  laws,  and  it  has  no  • 
precise  legal  definition.  Generally,  however,  the  term  is  used 
to  describe  private  investment  vehicles  that  often  engage  in 
active  trading  of  various  types  of  securities  and  commodities, 
employing  sophisticated  investment  techniques  such  as  arbitrage, 
leveraging,  and  hedging. 

The  hedge  fund  vehicle  emerged  originally  in  the  1960s, 
particularly  during  the  "bull  market"  of  1968-73,  when  private 
investment  entities  began  using  sophisticated  hedging  and 
arbitrage  techniques  to  trade  in  the  corporate  equity  markets. 
In  the  1970s  and  80s,  the  activities  of  hedge  funds  broadened 
into  other  financial  instruments  and  activities.  Currently, 
hedge  funds  are  known  to  trade  in  the  equities,  government 
securities,  commodities,  financial  futures,  options,  and  foreign 
currency  markets,  as  well  as  participate  in  merger  and 
acquisition  activities. 

Hedge  funds  are  generally  organized  as  private  limited 
partnerships  that  are  exempt  from  regulation  as  investment 
companies  (see  discussion  below) .  The  general  partner,  who  often 
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has  a  personal  stake  invested  in  the  fund,  is  typically 
responsible  for  managing  the  fund  and  making  investment  decisions 
(or  selecting  who  will  make  investment  decisions) .   The  limited 
partners  are  investors  that  purchase  an  interest  in  the 
partnership  in  return  for  which  they  receive  a  fixed  percentage 
of  the  fund's  profits.   Participation  in  a  hedge  fund  requires  a 
substantial  investment:  investors  must  meet  the  fund's  minimum 
capital  investment  amount,  which  ranges  from  $250,000  to  $1 
million.!/  Investors  also  must  be  willing  and  able  to  tie  their 
funds  up  for  an  extended  period  of  time,  as  redemptions  and 
transferability  of  partnership  interests  are  limited. 
Accordingly,  hedge  fund  investors  typically  are  wealthy 
individuals  or  institutions. 

Because  hedge  funds  are  structured  as  private  investment 
companies,  they  have  considerably  more  flexibility  in  trading  and 
investment  techniques  than  conventionally  regulated  investment 
companies  that  offer  their  shares  to  the  public.   Typically, 
hedge  funds  engage  in  aggressive  trading  strategies  and  are 
willing  to  take  substantial  risks  with  their  investment  capital. 
For  example,  hedge  funds  may  take  offsetting  short  and  long 
positions  in  the  same  security  (a  typical  hedge  fund  strategy) , 
buy  futures  and  options,  invest  in  risky  securities,  trade  on 
margin,  and  take  heavily  concentrated  positions.   Some  invest  in 
other  pooled  investment  vehicles,  some  specialize  in  short 
selling  or  arbitrage,  and  some  invest  only  in  the  securities  of 
takeover  targets  or  companies  undergoing  bankruptcy 
reorganization. 

In  contrast  to  registered  investment  companies,  hedge  fund 
managers  are  able  to  invest  in  any  type  of  asset  in  any  market 
with  total  flexibility,  use  many  investment  strategies  at  the • 
same  time,  switch  investment  strategies  quickly,  and  borrow  money 
and  or  otherwise  use  leverage  without  being  subject  to  investment 
company  leverage  limits.   Furthermore,  unlike  registered 
investment  companies,  hedge  funds  are  not  required  to  disclose 
publicly  their  investments  to  shareholders. 

Hedge  fund  managers  generally  are  compensated  based  on  fund 
performance.  Some  fund  managers  receive  as  compensation  as  much 
as  20%  of  any  net  profits  made  by  the  fund,  although  it  recently 
has  been  reported  that  several  funds  have  reduced  this  incentive 
fee  to  10  or  15%.  It  has  been  argued  that  a  high  level  of 
compensation,  linked  to  the  funds'  profits,  attracts  the  most 
talented  investment  managers. 


2/   According  to  press  reports,  some  hedge  funds  require  only  an 
initial  investment  of  $150,000;  in  contrast,  at  least  one 
hedge  fund  reportedly  requires  an  initial  investment  as  high 
as  $10  million. 
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B.   Statistics  regarding  Hedge  Funds.   As  more  fully 
described  below,  hedge  funds  generally  are  structured  so  that 
they  are  not  subject  to  registration  and  reporting  requirements 
under  the  federal  securities  laws. 2/  Consequently,  the 
Commission  does  not  have  a  direct  source  of  information  regarding 
hedge  funds  or  their  activities.   In  addition,  other  publicly 
available  data  regarding  hedge  funds  is  limited.   For  example, 
there  is  no  public  directory  of  hedge  funds. 3/ 

The  Commission  is,  therefore,  unable  to  provide  the 
Subcommittee  with  comprehensive  statistics  regarding  the  number 
of  hedge  funds  in  existence,  the  size  in  terms  of  assets  managed, 
the  investors  participating,  the  rates  of  return  achieved,  the 
degree  of  leverage  used,  or  the  positions  maintained  in 
particular  instruments  such  as  equities,  commodities,  government 
securities,  or  options. 

Review  of  publicly-available  information,  however,  provides 
some  rough  statistics  regarding  hedge  funds  and  their  activities. 
For  example,  recent  press  reports  estimate  that  approximately  400 
hedge  funds  are  in  existence,  up  from  around  100  such  funds 
during  the  mid-1980s.   Based  on  public  sources,  we  have  prepared 
the  attached  list  of  53  entities  that  have  been  identified  in  the 
press  as  hedge  funds  (see  Appendix  A  attached) . 

Likewise,  publicly  available  information  regarding  the  total 
assets  managed  by  hedge  funds  is  available  for  only  17  funds;  as 
of  December  31,  1991,  total  assets  for  these  17  funds  represented 
approximately  $13  billion.   Based  on  the  publicly  available 
information  regarding  these  17  funds,  the  average  fund  asset  size 
would  appear  to  be  in  the  range  of  $75-$150  million. 4/ 

According  to  media  reports,  the  number  and  asset  size  of 
hedge  funds  grew  substantially  during  the  bull  market  of  the 
1980s.   Arguably,  this  growth  parallels  the  emergence  and 
proliferation  of  hedge  funds  that  took  place  during  the  bull 
market  of  the  1960s.   Not  all  funds,  however,  appear  to  want  to 
grow:   reportedly,  a  number  of  funds  are  not  accepting  additional 
investments  at  the  present  time.   Some  commentators  speculate 


2/   Of  course,  the  antifraud  provisions  of  the  federal 

securities  laws  do  apply  to  hedge  funds  whether  or  not  the 
registration  provisions  apply. 

3/   According  to  media  reports,  there  does  exist  a  privately- 
published  list  of  offshore  funds.   The  staff,  however,  was 
unable  to  obtain  a  copy  of  this  list. 

4/   Several  funds,  however,  have  total  assets  of  more  than  $1 
billion  each. 
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that  fund  performance  is  often  inversely  related  to  growth  in 
assets.   This  may  be,  in  part,  because  funds  that  become  too 
large  lose  the  ability  to  shift  their  investments  rapidly. 

Hedge  funds  are  attractive  investments  for  some  investors 
because  of  the  historically  high  returns  on  investments  obtained 
by  skilled  hedge  fund  managers.   For  example,  for  the  period 
1987-1990,  the  median  reported  hedge  fund  return  was  75.1* 
(compared  with  median  mutual  fund  return  of  36.1%  and  the  S&P  500 
"return"  of  56.2%).  Media  sources  recently  have  reported  that 
some  pension  funds  invest,  or  are  considering  investing,  in  hedge 
funds. 5/ 

II.   Regulatory  Treatment  of  Hedge  Funds 

Hedge  funds  claim  various  exemptions  or  exceptions  from  the 
registration  requirements  of  the  federal  securities  laws.   As 
more  fully  described  below,  however,  the  Commission's  proposed 
large  trader  information  system  should  provide  the  Commission 
with  access  to  relevant  information  regarding  the  issues  raised 
by  hedge  fund  activity  in  the  equity  securities  market,  without 
unduly  burdening  market  participants. 

In  view  of  the  impending  large  trader  system,  the  staff 
believes  that  the  existing  registration  requirements  should  not 
be  altered  to  include  hedge  funds  within  their  scope  at  this 
time.  The  regulatory  programs  for  broker-dealers,  investment 
companies,  and  investment  advisers  focus  extensively  on  the 
protection  of  public  investors.   The  regulatory  issues 
potentially  relevant  to  hedge  funds,  however,  involve  not  so  much 
the  protection  of  the  investors  who  invest  in  them  —  typically 
high  net  worth  individuals  or  institutions  —  but  the  potential 
of  these  funds  to  affect  the  market  due  to  their  size  and  active 
market  presence. 

A.   Application  of  Registration  Provisions  to  Hedge  Funds 


1.   Securities  Act  of  1933.   Investment  interests  in 
hedge  fund  limited  partnerships  generally  are  privately  offered 
to  wealthy  individuals  and  institutions  that  are  accredited 
investors  and  thus  are  not  registered  under  the  Securities  Act  of 
1933  ("Securities  Act").   Consequently,  registration  statements 

5/   It  appears  that  registered  investment  companies  do  not 
invest  significant  assets  in  hedge  funds  because  of  the 
anti-pyramiding  provision  contained  in  Section  12(d)(1)(A) 
of  the  Investment  Company  Act  of  1940  (the  "Investment 
Company  Act").  That  provision  limits  a  registered 
investment  company's  ability  to  acquire  the  securities  of 
any  other  investment  company  (including  a  hedge  fund)  to 
prevent  excessive  layering  of  fees. 
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for  such  offerings  are  not  filed  with  the  Commission,  although 
private  offering  documents  are  presumably  distributed  to  the 
limited  partners. 

The  staff  does  not  believe  that  there  is  any  reason  to  treat 
private  offerings  of  hedge  fund  investment  interests,  which  are 
sold  to  wealthy  individuals  and  institutions,  differently  from 
other  private  offerings  under  the  Securities  Act. 

2.   Investment  Company  Act  of  1940.   Most  hedge  funds 
fall  within  the  definition  of  "investment  company"  found  in 
Section  3(a)  of  the  Investment  Company  Act.  To  avoid 
registration  as  an  investment  company  under  the  Investment 
Company  Act,  however,  hedge  funds  generally  restrict 
participation  to  fewer  than  100  persons  in  order  to  avail 
themselves  of  the  so-called  private  investment  company  exception 
contained  in  Section  3(c)(1)  of  the  Investment  Company  Act. 
Section  3(c)(1)  provides  an  exception  from  the  definition  of 
"investment  company"  for  any  issuer  whose  outstanding  securities 
are  owned  by  not  more  than  100  persons,  and  which  is  not  making 
and  does  not  presently  propose  to  make  a  public  offering  of  its 
securities.   The  Commission  staff  looks  to  Section  4(2)  of  the 
Securities  Act,  and  Rule  506  thereunder,  in  interpreting  the 
private  offering  exception. 

The  legislative  history  of  the  Investment  Company  Act 
reveals  that  although  Congress  was  informed  that  private 
investment  companies  could  hold  substantial  amounts  of  assets,  it 
nonetheless  believed  that  these  companies  do  not  involve 
significant  public  interest  and  are  not  appropriate  subjects  for 
federal  regulation,  regardless  of  the  amount  or  value  of  the 
securities  they  hold. 6/  Section  3(c)(1)  thus  reflects  a 
Congressional  determination  that  small  groups  of  investors  do  not 
need  the  full  panoply  of  investor  protection  that  the  Investment 
Company  Act  offers. 2/ 

6/   Investment  Trusts  and  Investment  Companies:  Hearings  on  S. 
3580  Before  the  Subcomm.  on  Securities  and  Exchange  of  the 
Senate  Comm.  on  Banking  and  Currency,  76th  Cong.,  3d  Sess. 
179  (1940)  (statements  of  Senator  Wagner  and  David  Schenker, 
Chief  Counsel,  Investment  Trust  Study,  Securities  and 
Exchange  Commission) . 

7/   Similarly,  the  Commission  believes  that  highly  sophisticated 
investors  deserve  similar  treatment  under  the  Investment 
Company  Act.   Recently,  the  Commission  forwarded  to  Congress 
the  proposed  Business  Incentive  Act  of  1992,  which  was 
introduced  in  the  House  of  Representatives  as  H.R.  4938  on 
April  9,  1992.   The  proposed  legislation  would,  among  other 
things,  create  a  new  "qualified  purchaser"  exception  from 

(continued. . .) 
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3.  Investment  Advisers  Act  of  1940.   The  manager  of  a 
hedge  fund  generally  would  fall  within  the  definition  of 
"investment  adviser"  under  Section  202(a) (ll)  of  the  Investment 
Advisers  Act  of  1940  (the  "Advisers  Act").   Many  hedge  fund 
managers,  however,  avail  themselves  of  the  small  adviser 
exception  from  registration  found  in  Section  203(b)(3)  of  the 
Advisers  Act. 

Section  203(b)(3)  exempts  from  registration  any  adviser  with 
fewer  than  15  clients  and  who  does  not  hold  itself  out  to  the 
public  as  an  investment  adviser.  Rule  203(b) (3) -1,  adopted  In 
1985  by  the  Commission,  allows  a  general  partner  to  count  a 
limited  partnership  as  a  single  client,  rather  than  counting  each 
limited  partner,  if  the  general  partner  provides  investment 
advice  to  the  partnership  based  on  the  investment  objectives  of 
the  limited  partnership.  Under  this  rule,  many  managers  and 
general  partners  of  hedge  funds  are  exempt  from  registering  as 
investment  advisers. 

While  those  advisers  are  exempt  from  registration  under  the 
Advisers  Act,  however,  they  remain  subject  to  the  antifraud 
provisions  of  Section  206  of  the  Advisers  Act.   Further, 
registered  and  unregistered  advisers  that  have  custody  or 
possession  of  client  assets  are  required  to  comply  with  Rule 
206(4) -2,  the  Advisers  Act  custody  rule. 

4.  Securities  Exchange  Act  of  1934.   Hedge  funds  generally 
rely  on  the  "trader"  exception  to  the  requirement  that  "dealers" 
register  under  Section  15(a)  of  the  Securities  Exchange  Act  of 
1934  (the  "Exchange  Act") . 

Section  3(a)(5)  of  the  Exchange  Act  defines  "dealer"  as  "any 
person  engaged  in  the  business  of  buying  or  selling  securities 
for  his  own  account,  through  a  broker  or  otherwise"  as  part  of  a 
regular  business.  The  definition  excludes  "any  person  insofar  as 
he  buys  or  sells  securities  for  his  own  account  .  .  .  but  not  as 
part  of  a  regular  business."  Thus,  an  individual  may  trade  for 
his  or  her  own  account  with  some  frequency,  without  being 
considered  a  "dealer."  A  hedge  fund  trading  for  its  own  account 
would  be  in  an  analogous  position. 

The  line  between  a  trader  and  dealer  depends  upon  the  facts 
and  circumstances.   Obviously,  at  some  point,  a  hedge  fund  could 
cross  over  the  line  and  become  a  dealer  subject  to  the 
registration  requirement..   The  staff  is  not  aware,  however,  of 

2J  ( . • • continued) 

regulation  under  the  Investment  Company  Act  for  investment 
pools  whose  assets  are  held  by  an  unlimited  number  of  highly 
sophisticated  investors. 
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any  current  cases  of  hedge  funds  operating  as  unregistered 
dealers. 

B.    Obtaining  Information  Regarding  Hedge  Funds 

One  current,  and  one  proposed,  Commission  reporting 
requirement  provide  some  information  about  the  activities  of 
hedge  funds. 

Section  13(f) .   Section  13(f)  of  the  Exchange  Act  requires 
institutional  investment  managers  exercising  investment 
discretion  with  respect  to  accounts  having  $100,000,000  or  more 
in  exchange-traded  or  NASDAQ-quoted  securities  ("Section  13(f) 
securities")  on  the  last  trading  day  of  any  month  to  file  a  Form 
13F  with  the  Commission.  Generally,  Form  13F  requires 
disclosure,  for  all  Section  13(f)  securities,  of  the  name  of  the 
issuer,  the  number  of  shares  or  principal  amount,  and  the 
aggregate  purchases  and  aggregate  sales. 

Information  about  hedge  fund  participation  in  the  equity 
markets  can  be  obtained  by  examining  Form  13F  filings  for  those 
entities  known  to  be  hedge  funds,  such  as  those  listed  in 
Appendix  A.   This  information,  however,  is  only  required  on  a 
quarterly  basis. 

;Large  Trader  Reporting  System.  As  noted  above,  the  staff 
believes  that  the  Commission's  proposed  large  trader  reporting 
system  will  provide  it  with  better  ability  to  examine  the 
activities  of  hedge  funds  in  the  event  of  large  market  movements, 
without  unduly  burdening  the  private  market  for  investment. 

The  Market  Reform  Act  of  1990  added  to  the  Exchange  Act 
Section  13 (h) ,  which  provides  the  Commission  with  the  authority 
to  create  a  activity-based  large  trader  reporting  system.  £/  The 
purpose  of  the  large  trader  reporting  system  is  to  assist  the 
Commission  in  reviewing  the  trading  activities  of  market 
professionals  and  other  investors  that  engage  in  a  substantial 
level  or  value  of  equity  securities  trading,  as  well  as  to 
monitor  the  effects  on  the  equity  securities  markets  of  such 
trading  activities.   In  drafting  the  legislation,  Congress 
specifically  indicated  that-  hedge  funds  were  to  be  considered 
"large  traders"  within  the  scope  of  Section  13(h)  if  their 


8/   Section  13(h)  was  added  to  the  Exchange  Act  to  remedy 
difficulties  encountered  by  the  Commission  during  its 
attempts  to  reconstruct  and  analyze  investor  trading 
activity  following  the  market  breaks  of  October  1987  and 
1989. 
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* 

activities  caused  them  to  fit  within  the  "large  trader" 
definition. 2/ 

Pursuant  to  Section  13 (h) ,  the  Commission  recently  has 
proposed  Rule  13h-l.  As  proposed,  the  rule  calls  for 
identification  of  large  traders  and  broker-dealer  record-keeping 
and  reporting  of  large  trader  activities.  A  "large  trader"  would 
be  defined  as  any  person  that  effects  aggregate  transactions  in 
publicly  traded  securities  10/  during  a  24  hour  period  equal  to 
or  exceeding  100,000  shares,  $4  million  total  market  value,  or 
that  constitute  program  trading. 

Upon  attaining  "large  trader"  status,  the  person  or  entity 
would  be  required  to  file  Form  13H  with  the  Commission.  Form  13H 
would  contain  identifying  information  concerning  the  large 
trader,  including  name,  address,  and  telephone  number; 
organization  type;  principal  business  or  occupation;  regulatory 
status;  and  descriptions  of  each  trading  account  maintained  by 
the  large  trader  (including  the  account  name  and  number,  the 
broker-dealer  maintaining  the  account,  the  name  of  the  contact 
person  for  the  account,  and  his  or  her  telephone  number.) 
Thereafter,  large  traders  would  be  required  to  provide  annual 
updates  to  Form  13H,  within  45  days  after  the  calendar  year-end. 

In  addition  to  the  filing  of  Form  13H,  the  proposed  rule 
also  calls  for  all  broker-dealers  that  carry  large  trader 
accounts  to  maintain,  and  report  to  the  Commission  on  request, 
records  of  large  trader  transactions  in  equity  securities  that 
exceed  certain  threshold  levels  to  be  determined  by  the 
Commission.   Accordingly,  whenever  the  Commission  deems  it 
necessary,  it  may  request  transaction  information  concerning 
specific  equity  securities  transactions  and  specific  large 
traders  from  broker-dealers. 

As  proposed,  the  large  trader  reporting  system  would  include 
information  regarding  hedge  funds  that  are  large  traders  within 
its  scope.   Form  13H  will  provide  the  Commission  with  substantial 
information  regarding  the  identity  of  such  hedge  funds,  including 
descriptions  and  location  of  the  trading  accounts.  In  addition, 

9/   See  S.  Rep.  No.  300,  101st  Cong.,  2d  Sess.,  at  73  (1990). 

10/  The  term  "publicly  traded  security"  would  include  only 

equities,  options  on  individual  equities  and  options  on  an 
index  of  equity  securities  that  are  listed  for  trading  on  a 
national  securities  exchange  or  the  National  Association  of 
Securities  Dealers  Automated  Quotation  System,  National 
Market  System  ("NASDAQ/NMS")  .   The  proposed  rule  would  apply 
to  all  publicly  traded  securities  traded  in  foreign  or 
domestic  over-the-counter  markets  and  after-hours  trading 
systems . 
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large  traders  that  are  partnerships  would  be  required  to  describe 
the  partnership,  disclose  the  jurisdiction  in  which  it  is 
organized,  and  provide  identifying  information  regarding  the 
general  partner  (such  as  name,  address,  and  telephone  number) . 
In  addition,  through  a  request  for  the  large  trader  transaction 
records,  the  Commission  will  be  able  to  review  a  hedge  fund's 
activities  in  those  publicly  traded  securities  transactions 
within  the  scope  of  the  large  trading  reporting  system. 
Accordingly,  the  proposed  system  should  provide  the  Commission 
with  an  opportunity  to  observe,  analyze,  and  monitor  the 
activities  of  hedge  funds  whose  trading  activities  may  pose 
potential  systemic  risk  concerns. 11/ 

Although  the  large  trader  reporting  system  will  cover  only 
publicly-traded  equity  securities  and  options,  the  large  position 
reporting  provision  being  discussed  in  the  context  of  the 
reauthorization  of  the  Government  Securities  Act  would  provide 
the  Commission  with  the  ability  to  obtain  comparable  information 
regarding  large  position  activity  in  the  government  securities 
markets  when  specific  need  exists  for  such  information,  upon  a 
finding  by  Treasury,  in  consultation  with  the  Commission  and  the 
Board  of  Governors  of  the  Federal  Reserve,  that  market  conditions 
warrai  t  the  collection  of  such  information. 

III.  Complaints  regarding  Hedge  Funds 

In  responding  to  the  Subcommittee's  inquiry  regarding  the 
number  of  complaints  regarding  hedge  fund  activities,  the 
Commission  staff  has  searched  its  files  based  on  the  list 
contained  in  Appendix  A.   Since  January  1,  1987,  the  Commission 
has  received  only  three  customer  complaints  relating  to  the 
activities  of  entities  identified  in  Appendix  A.   It  appears  that 
all  three  complaints  relate  to  the  activities  of  affiliates  of 
the  hedge  fund,  such  as  its  investment  adviser  or  a  public 
investment  company,  rather  than  the  hedge  fund  itself. 

IV.  Enforcement  Actions  relating  to  Hedge  Funds 

Since  January  1,  1987,  neither  the  Commission  nor  the  self- 
regulatory  organizations  ("SROs")  have  instituted  any  actions 
involving  potential  violations  of  the  federal  securities  laws  by 
any  of  the  entities  listed  in  Appendix  A,  or  their  identifiable 
managers  or  associated  persons.   The  Commission,  or  course, 
cannot  confirm  or  deny  whether  its  enforcement  staff  (or  that  of 
the  SROs)  is  currently  investigating  any  of  these  entities  or 
individuals. 


11/  The  staff  is  currently  reviewing  public  comments  on  the 
proposed  large  trader  reporting  system.   See  Securities 
Exchange  Act  Release  No.  29593  (August  28,  1991)  56  FR 
42550. 
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V.  Difficulties  In  Enforcement  Matters 

Even  with  respect  to  individuals  and  entities  not  registered 
with  the  Commission,  the  Commission  has  substantial  powers  to 
obtain  information  for  enforcement  purposes,  including  the  power 
to  compel  testimony  and  document  production.  The  Commission  has 
even  more  extensive  powers  with  respect  to  regulated  entities, 
but  the  purpose  of  regulation  is  to  protect  investors,  not  to 
simplify  investigations.   The  potential  need  to  obtain 
information  from  hedge  funds  for  enforcement  purposes  would  thus 
not  seem  an  adequate  reason  for  registration  or  regulation  of 
hedge  funds. 

VI.  Potential  Systemic  Risk  Posed  to  the  Financial  Markets 

Hedge  funds  have  the  potential  to  both  increase  and  decrease 
liquidity  in  the  markets  in  which  they  invest.  By  virtue  of 
their  substantial  trading  activities,  the  funds  add  depth  to  the 
markets  in  which  they  invest,  thereby  increasing  liquidity.  In 
addition,  hedge  funds  can  increase  stability  to  the  markets  by 
maintaining  their  positions  in  times  of  declining  market 
conditions.   In  contrast,  other  institutional  investors  may  have 
position  sizes  that  are  limited  by  policy  or  agreement,  or  who 
cannot  sustain  the  potential  losses  threatened  by  changing  market 
conditions. 

To  the  extent  that  the  shifting  by  hedge  funds  of  their 
sizable  capital  causes  large  price  movements,  these  funds  may 
reduce  stability  in  the  markets  in  which  they  invest.  Many  well- 
known  funds,  however,  build  in  a  cushion  against  unexpectedly 
large  market  movements,  thereby  reducing  forced  trading  in  a 
crisis  with  its  resulting  volatility.  Furthermore,  it  also 
appears  that  some  hedge  fund  managers  employ  a  wide  variety  of 
trading  strategies  in  order  to  limit  the  risks  they  pose  to  the 
markets . 

As  stated  in  the  Joint  Report  on  the  Government  Securities 
Markets .  to  date  hedge  fund  managers  appear  to  have  adequately 
controlled  their  market  risk,  and  their  lending  counterparties 
appear  to  consider  them  creditworthy. 12/  According  to  the 
Report  f  the  use  of  leverage  by  hedge  funds  is  usually  implemented 
through  collateralized  transactions  that  would  tend  to  mitigate 
the  effect  of  a  failure  on  counterparties.   For  example, 
repurchase  agreements  are  collateralized  by  government 
securities,  allowing  the  counterparties  holding  collateral 

12/  Department  of  Treasury,  Board  of  Governors  of  the  Federal 

Reserve  System,  and  the  Securities  and  Exchange  Commission, 
Joint  Report  on  the  Government  Securities  Markets,  at  B-70, 
(January  1992) . 
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securities  to  retain  or  sell  .then  in  the  event  of  a  failure  of  a 
hedge  fund. 

In  addition,  the  margin  rules  of  the  Board  of  Governors  of 
the  Federal  Reserve  and  the  SROs  protect  registered  broker- 
dealers,  as  well  as  the  financial  system  as  a  whole,  against 
losses  resulting  from  customer  defaults. 13/  Margin  rules  require 
the  customer  to  provide  collateral  that  varies  depending  on  the 
market  risk  of  the  position  and  whether  the  position  is  hedged. 
For  example,  the  margin  requirements  require  more  collateral  when 
a  position  is  not  hedged.  This  is  especially  important  because 
hedge  funds  may  establish  large  trading  positions,  the  risk  of 
which  are  limited  through  hedging.   Furthermore,  large  broker- 
dealers  that  have  hedge  funds  as  customers  have  credit  committees 
that  monitor  their  extensions  of  credit  to  counterparties  and 
customers  in  order  to  protect  their  financial  integrity. 

As  noted  above,  the  Commission  will  be  able  to  gain 
considerable  information  regarding  hedge  funds  that  are  large 
traders  in  the  equity  markets  as  a  result  of  its  proposed  large 
trader  reporting  system.   Before  additional  legislation  regarding 
hedge  funds  is  considered  on  account  of  concerns  regarding 
potential  systemic  risk,  the  staff  believes  that  experience 
should  first  be  gained  with  use  of  the  information  that  will  be 
available  through  the  large  trader  system. 

VII.  Offshore  Funds 

An  offshore  fund  is  an  investment  company  incorporated  in  a 
foreign  country. 14/  As  a  result  of  certain  regulatory 
requirements  of  resident  foreign  jurisdictions,  these  offshore 
funds  are  typically  organized  as  corporations.   An  offshore  fund 
often  falls  within  one  of  two  types:  (1)  a  fund  whose  shares  are 
typically  sold  to  foreign  investors  and  that  invests  in  U.S. 
securities;  and  (2)  a  fund  whose  shares  are  sold  to  both  U.S.  and 
foreign  investors,  but  which  invests  exclusively  in  foreign 
securities.   Until  recently,  offshore  funds  trading  in  U.S. 
securities  were  more  common.   Presently,  however,  offshore  funds 
investing  exclusively  in  foreign  securities  are  becoming  the 
predominant  offshore  vehicle.   The  growth  in  these  foreign 
securities  funds  may  be  attributed  to  heightened  interest  on  the 
part  of  U.S.  investors  in  the  international  markets. 

It  is  estimated  that  approximately  3,000  offshore  funds  are 
in  existence  representing  approximately  $250  billion  in 

13/  In  addition,  transactions  on  commodity  exchanges  are  subject 
to  margin  and  mark-to-market  rules. 

14/  Offshore  funds  may  or  may  not  be  considered  "hedge  funds," 
however. 
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assets. 15/  A  large  portion  of  these  funds'  portfolios  are 
invested  in  U.S.  securities.   Many  of  these  offshore  funds  are 
managed  by  well-known  U.S.  investment  advisers.   These  funds  are 
typically  organized  by  individuals  who  operate  U.S.  hedge  funds, 
individuals  who  are  affiliated  with  regulated  U.S.  financial 
institutions,  or  foreign  institutions. 

To  date,  the  Commission  has  entered  into  Memoranda  of 
Understanding  ("MOUs")  for  the  exchange  of  information  with  nine 
countries. 16/  These  MOUs  generally  provide  the  Commission  with 
the  ability  to  obtain  foreign-based  information  regarding  the 
activities  of  persons  and  entities  conducting  securities  business 
within  the  scope  of  the  United  States  securities  laws,  including 
offshore  funds. 

The  Subcommittee  has  asked  the  staff  to  identify  the  extent 
to  which  the  Commission  has  MOUs  with  countries  in  which  offshore 
hedge  funds  are  organized.  While  the  staff  has  not  been  able  to 
obtain  any  exhaustive  list  identifying  offshore  hedge  funds,  it 
appears  that  many  are  located  in  jurisdictions  such  as  the 
Netherlands  Antilles,  a  country  with  whom  there  is  no  MOU.  On 
the  other  hand,  as  regards  offshore  funds*  transactions  in  United 
States  markets,  the  Commission  has  the  ability  to  obtain  all 
relevant  books,  records  and  testimony  concerning  the  subject 
transactions  directly  from  the  brokers  involved,  without  regard 
to  whether  the  transactions  may  have  emanated  from  abroad. 

VIII.  Hedge  Fund  Participation  in  the  IPO  Market 

According  to  market  participants,  hedge  funds  regularly 
participate  in  the  distributions  by  broker-dealers  of  initial 
public  stock  offerings  ("IPOs") . 

The  Commission  does  not  specifically  monitor  the  trading 
activities  of  hedge  funds  in  the  IPO  market.   Based  on 
conversations  with  market  participants,  however,  the  staff 
understands  that  hedge  funds  may  engage  in  a  practice  called 
"flipping."   Flipping  involves  the  purchase  of  IPO  securities, 
and  the  subsequent  immediate  sale  of  the  securities  back  to  the 
underwriting  syndicate.   In  addition  to  seeking  profits  from 
these  transactions,  hedge  funds  have  been  known  to  flip  IPO 

i 

15/  Julie  Rohrer,  "The  Offshore  Fund  Bonanza",  Institutional 
Investor,.  January  1992,  at  4. 

16/  To  date,  the  Commission  has  entered  into  MOUs  with  the 
following  nine  countries:  Japan,  Canada,  Brazil,  the 
Netherlands,  France,  Mexico,  Norway,  the  United  Kingdom,  and 
Argentina.   In  addition,  the  Commission  has  information- 
sharing  agreements  with:   Italy,  Hungary,  Sweden,  Costa 
Rica,  and  Indonesia. 
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securities  in  an  effort  to  generate  broker-dealer  "credits*  and 
thereby  obtain  "soft  dollars"  or  free  research.   Recently,  we 
understand  the  level  of  flipping  has  decreased,  as  broker- 
dealers  have  strongly  discouraged  all  entities,  including  hedge 
fund  clients,  from  engaging  in  this  practice. 

In  its  Free-Riding  and  Withholding  Interpretation,  the  NASD 
sets  forth  NASD  members '  duties  with  regard  to  their  members' 
participation  in  IPOs.   Specifically,  this  Interpretation  makes 
it  inconsistent  with  the  just  and  equitable  principles  of  trade, 
and  a  violation  of  Article  III,  Section  1  of  the  Association's 
Rules  of  Fair  Practice,  for  members  or  persons  associated  with 
members  to  fail  to  make  available  to  the  public  at  the  public 
offering  price  any  IPO  securities  that  are  trading  at  a  premium 
in  the  secondary  market  ("hot  issues"),  whenever  such  secondary 
trading  begins . 17/  The  purpose  of  this  Interpretation  is  to 
prevent  NASD  members  or  any  persons  associated  with  members  from 
artificially  raising  the  prices  of  these  "hot  issue"  securities 
through  failure  to  make  bona  fide  public  distributions. 

The  Interpretation  specifies  the  conditions  under  which  NASD 
members  may  continue  to  hold  any  securities  acquired  in  an  IPO; 
sell  the  securities  to  officers,  directors,  general  partners, 
employees  or  any  other  associated  persons  of  the  member;  sell  the 
securities  to  finders  or  fiduciaries  of  the  managing  underwriter; 
sell  the  securities  to  a  bank,  savings  and  loan  institution, 
insurance  company,  registered  investment  company,  registered 
investment  advisory  firm  or  any  other  institutional  type  account; 
sell  the  securities  to  any  other  broker/dealer;  sell  the 
securities  to  any  domestic  bank  or  domestic  branch  of  a  foreign 
bank,  or  trust  company;  and  finally,  the  conditions  under  which 
the  member  may  sell  the  securities  to  a  foreign  broker/ dealer  or 
foreign  bank. 

The  Interpretation  specifically  states  that  members  may  not 
sell  these  "hot  issue"  securities  to  the  account  of  any 
investment  partnership  or  corporation,  domestic  or  foreign, 
(except  companies  registered  under  the  Investment  Company  Act  of 
1940)  including  but  not  limited  to,  hedge  funds,  investment 
clubs,  and  other  similar  accounts  unless  no  relationship  exists 
between  the  proposed  account  and  both  the  underwriting  group  and 
the  company  whose  securities  are  being  offered.   Accordingly, 
before  a  member  may  execute  a  transaction  with  an  investment 
partnership  or  other  similar  account,  the  member  must  obtain  from 
the  account  a  list  of  names  and  business  connections  of  all 


17/   NASD  Rules  of  Fair  Practice,  Article  III,  Sec.  1,  NASD 
Securities  Dealers  Manual  (CCH  12151.06). 
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persons  having  any  beneficial  interest  in  the  account. 18/  In  the 
event  that  any  person  so  listed  is  associated  with  the 
underwriting  group  or  the  company  whose  securities  are  being 
offered,  then  the  fund  or  account  is  thereby  prohibited  from  hot 
issue  trading.   Alternatively,  the  NASD  member  may  obtain,  prior 
to  the  execution  of  the  transaction,  a  legal  opinion  from  counsel 
stating  that  no  person  with  a  beneficial  interest  in  the  account 
is  a  restricted  person  under  the  Interpretation,  and  that  in 
connection  with  the  opinion,  the  counsel  reviewed  the 
Interpretation,  a  list  of  all  persons  with  a  beneficial  interest 
in  the  account  and  such  persons'  business  connections,  and  any 
such  other  necessary  information. 

IX.   Conclusion 

The  staff  does  not  believe  that  the  existing  registration 
schemes — which  focus  on  investor  protection — should  be  altered  to 
include  hedge  funds.  To  the  extent  that  further  information  is 
needed,  the  Commission's  proposed  large  trader  information  system 
should  provide  the  Commission  with  access  to  information  that  is 
more  tailored  to  systemic  risk  concerns,  without  unduly  burdening 
private  investors.   Similarly,  the  proposed  large  position 
reporting  provision  contained  in  the  H.R.  3927,  the  Government 
Securities  Reform  Act,  would  provide  the  Commission  with  the 
ability  to  obtain  comparable  information  regarding  large  position 
activity  in  the  government  securities  markets  in  circumstances 
when  market  conditions  exist  that  warrant  the  collection  of  such 
information,  upon  a  finding  to  that  effect  to  be  made  by  the 
Treasury,  after  consultation  with  the  Commission  and  the  Board  of 
Governors  of  the  Federal  Reserve. 


18/  The  term  beneficial  interest  includes  not  only  ownership 
interests,  but  every  type  of  direct  financial  interest, 
including  without  limitation,  management  fees  based  on  the 
performance  of  the  account. 
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NAMES  AND  ENTITIES  IDENTIFIED  IN  CONNECTION  WITH  HEDGE. 
FUNDS  PROM  PUBLIC  SOURCES* 

Barrington  Partners 

Caxton  Corporation 

Chilmark  Capital  Partners 

Coinston  Partners 

Craig  Drill 

Cumberland  Partners 

Curhan-Merriman  Capital  Management 

Curran  Partners  L.P. 

David  Hamilton  Smith  Investments 

Detroit  Edison  Co. 

Dickstein  &  Co.  L.P. 

Dome  Capital  Management 

Duquesne  Capital 

Essex  Performance  Fund 

Fesbach  Brothers 

Genessee  Investments 

Genesis  Capital  Fund 

Glenwood  Partners 

Grosvenor  Capital  Management 

Hedged  Securities  Associates 

HMR  Investors  LP 

Institutional  Partners  NV 

Kayne  Anderson  Offense  Fund 

Kingdon  Associates 

Lynch  &  Mayer 

MD  Sass  Re -Enterprise  LP 

Magnum  Partners  I 

Mandrakos  Capital  Management. 

Old  Ironside  Capital  LP 

Oppenheimer-  hedge  fund  subsidiary  of  broker/dealer 

Optima  Fund 

Orion  Fund 

Paradigm  Partners 

Paul  Sonz  Partners 

Phoenix  Partners 

Priority  Investment  Fund  I 

Private  Asset  Management 

Quantum  Fund 

Reynard  Asset  Management 

Ringeon  Partners 
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Russell  Private  Partnerships 

SP  Investors  NV 

Select  Capital  Strategies 

ShareVest 

SoGen  International 

Southgate  Partners 

Steinhardt  Partners 

Tamarisk  Fund 

Tiger  Fund 

Tudor  Investment  Corp 

Ursus  Partners 

West  Highland  Partners 

Zweig  DiMenna  Partners 


*  Names  and  entities  for  this  list  were  taken  from  recent  media 
articles  from  newspapers  and  periodicals. 
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March   10,    1994 

The  Honorable  Arthur  Levitt,  Jr. 

Chairman 

Securities  and  Exchange  Commission 

450  Fifth  Street,  N.W. 

Washington,  D.C.   20549 

Dear  Chairman  Levitt:       \ 

Recent  press  reports  have  raised  new  concerns  regarding  the 
trading  activities  of  hedge  funds  and  the  ability  of  such  funds 
to  contribute  to  volatile  movementsN47»  global  financial  markets.1 
In  light  of  these  reports,  we  are  writing  to  urge  prompt  adoption 
of  a  strong  large  trader  reporting  rule  that  will  allow  the 
Commission  to  better  monitor  the  impact  of  trading  by  such  funds 
(as  well  as  other  large  traders)  in  the  nation's  securities 
markets.   We  are  also  reguesting  your  views  regarding  whether 
adoption  of  any  other  regulatory  or  legislative  measures  might  be 
needed  to  assure  that  regulators  can  properly  monitor  the 
activities  of  hedge  funds  in  order  to  protect  the  public  interest 
and  preserve  the  integrity  of  the  markets. 

We  understand  that  the  Commission  recently  re-proposed  its 
large  trader  reporting  rule  (Release  No.  34-33608;  International 
Series  Release  No.  635;  File  No.  S7-24-91) .   The  Market  Reform 
Act  of  1990  ("Market  Reform  Act")  granted  the  Commission  the 
authority,  pursuant  to  section  13(h)  of  the  Securities  Exchange 
Act  of  1934,  to  issue  such  large  trader  reporting  rules  in  order 
to  facilitate  the  ability  of  regulators  to  obtain  information 
regarding  the  activities  of  large  traders.   Congress  provided  ths 
Commission  with  this  authority  in  order  to  improve  the  SEC's 
ability  to  reconstruct  trading  activity  in  periods  of  market 
stress  and  for  enforcement  or  other  regulatory  purposes. 

The  Energy  and  Commerce  Committee  report  accompanying  the 


1  See  "Large  Hedge  Funds  See  Sudden  Reversal  of  Fortune," 
Wall  Street  Journal.  February  22,  1994  at  CI;  "Hedge  Funds  Lick 
Forex  Wounds,"  Financial  Times.  February  25,  1994  at  19;  "A  $600 
Million  Miscalculation,"  New  York  Times.  February  26,  1994  at  39; 
"Some  Hedge,"  Financial  Times.  March  1,  1994  at  17;  "Bets  on 
Foreign  Debt  Go  Bad  and  Punish  Big  Players  in  U.S.,"  Wall  Street 
Journal.  March  3,  1994  at  Al;  and,  "A  Quantum  Dive,"  The 
Economist.  March  5,  1994  at  83. 


350 


The  Honorable  Arthur  Levitt,  Jr. 
March  10,  1994 
Page  2 


Market  Reform  Act  (House  Report  101-524)  noted  that  "the  need  to 
establish  large  trader  reporting  requirements  was  amply 
demonstrated  in  the  wake  of  the  October  19,  1987  market  break  and 
the  October  13,  1989  'mini-break,'  [when]  the  Commission  was 
unable  to  reconstruct  trading  by  major  market  players  without 
undertaking  extensive,  laborious,  and  time-consuming  efforts." 
The  Committee  report  further  stated  that: 

[I)t  is  the  Committee's  view  that  large  trader 
reporting  will  greatly  enhance  the  Commission's 
understanding  of  how  our  markets  are  used  by  large 
traders  and  whether  the  strategies  or  practices 
employed  by  such  large  traders  may  pose  routine  or 
extraordinary  risks,  intended  or  not,  to  the  stability 
or  the  integrity  of  our  securities  markets.   It  is  the 
Committee's  intention  that  the  Commission  will  use  its 
authority  under  this  section  not  only  to  analyze 
historic  market  events  and  monitor  the  markets,  but  in 
addition,  that  the  Commission  will  fully  utilize  its 
authority  under  the  provision  to  attempt  to  anticipate 
possible  'market  stress  points'  in  the  future. 

The  Committee  report  also  noted  that,  in  testimony  before 
the  Subcommittee  on  Telecommunications  and  Finance,  John  J. 
Phelan,  then  Chairman  and  Chief  Executive  of  the  Mew  York  Stock 
Exchange,  had  warned  of  the  dangers  of  new  trading  strategies, 
such  as  portfolio  insurance,  which  threatened  to  overwhelm  the 
market's  natural  liquidity  levels.   In  response  to  such  dangers, 
Mr.  Phelan  recommended  the  development  of  "a  financial  version  of 
an  environmental  impact  statement  that  can  provide  guidance,  or 
even  an  early  warning,  regarding  the  potential  consequences  of 
new  financial  instruments,  new  trading  technologies  and  new  forms 
of  risk  management."  The  Committee  report  explicitly  endorsed 
utilization  of  large  trader  reports  for  such  purposes,  concluding 
that,  "it  is  the  Committee's  intention  that  the  large  trader 
provision  will  function  as  an  early  warning  system  to  the  maximum 
extent  practicable  to  protect  both  the  stability  and  integrity  of 
our  securities  markets." 

We  continue  to  believe  that  the  Commission  needs  to  be  able 
to  quickly  obtain  detailed  trading  information  relating  to  the 
activities  of  large  traders,  including  hedge  funds.   He  are 
concerned  that  the  absence  of  such  large  trader  reporting  forces 
the  Commission  staff  to  continue  to  rely  on  time-consuming 
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methods  to  reconstruct  securities  trading.'  Nearly  two  years 
ago,  the  Subcommittee  on  Telecommunications  and  Finance  wrote  the 
Commission  to  express  concerns  over  the  potential  for  hedge  funds 
"to  engage  in  activities  which  could  potentially  result  in 
disruptions  in  our  nation's  financial  markets."'  In  response, 
the  Commission  informed  the  Subcommittee  that  "to  the  extent  that 
additional  information  about  the  trading  of  hedge  funds  is 
necessary  to  understand  any  systemic  effect  of  their  trading,  the 
large  trader  reporting  system  for  equity  securities,  and  the 
proposed  large  position  reporting  system  for  government 
securities,  should  be  adequate."' 

In  light  of  that  conclusion,  and  given  recent  market  events, 
we  urge  the  Commission  to  move  forward  quickly  to  adopt  a  large 
trader  reporting  rule  that  can  be  used  for  market  surveillance, 
enforcement,  and  other  regulatory  purposes.   We  urge  you  to 
resist  efforts  to  weaken  the  rule  by  further  increasing  the 
reporting  thresholds,  expanding  the  categories  of  persons  or 
transactions  exempted  from  the  rule,  eliminating  necessary 
recordkeeping  or  reporting  requirements,  or  lessening  the 
obligation  of  broker-dealers  to  assure  compliance  with  the  filing 
requirements  of  the  proposed  rule.   Furthermore,  we  request  your 
analysis  of  whether  any  of  the  changes  made  in  the  re-proposed 
rule  could  in  any  way  adversely  affect  the  Commission's  ability 
to  monitor  the  trading  activities  of  hedge  funds,  and  if  so,  what 
modifications  would  be  needed  to  avoid  such  an  outcome. 

Furthermore,  in  light  of  your  recent  public  statements 
regarding  SEC  plans  relating  to  regulation  of  hedge  funds,  we 
request  that  you  report  to  us  on  any  other  additional  measures 
which  the  Commission  believes  are  warranted  to  assure  appropriate 
regulation  of  hedge  funds  and  to  assess  the  impact  of  their 


1  See,  for  example,  Division  of  Market  Regulation,  Trading 
Analysis  of  November  15.  1991  (October  1992). 

'  Letter  from  Edward  J.  Markey,  Chairman,  Subcommittee  on 
Telecommunications  and  Finance,  to  Richard  C.  Breeden,  Chairman, 
SEC  (March  18,  1992)  (inquiring  about  nature  and  adequacy  of 
current  regulatory  treatment  of  hedge  funds) . 

4  Letter  from  Richard  C.  Breeden,  Chairman,  SEC,  to  Edward 
J.  Markey,  Chairman,  Subcommittee  on  Telecommunications  and 
Finance  (June  12,  1992)  (transmitting  June  12,  1992  joint 
memorandum  by  the  Division  of  Market  Regulation  and  the  Division 
of  Investment  Management  on  "Hedge  Funds") . 
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trading  activities  on  financial  markets.'  Specifically,  we 
request  your  views  on  whether  any  of  the  registration  or 
reporting  requirements  currently  imposed  on  broker-dealers, 
investment  companies,  or  investment  advisers  should  be  extended 
to  cover  hedge  funds.  We  also  request  your  views  on  whether  any 
other  additional  measures  may  be  needed  to  assure  that  regulators 
can  monitor  (and  appropriately  respond  to)  the  potential  of  such 
funds  to  increase  systemic  risk  in  the  financial  markets. 

Thank  you  for  your  assistance  and  cooperation  in  this 
matter.   Should  you  have  any  questions  about  our  request,  please 
have  your  staff  contact  Mr.  Jeffrey  S.  Duncan  of  the  Subcommittee 
staff  at  226-2424  or  Ms.  Consuela  Washington  of  the  Committee 
staff  at  225-3147. 


Sincerely, 


UUn^jL 


$.   mar*ey7| 

TRMAN       V 


EDWARD 

CHAIRMAN 
Subcommittee  on  Telecommuni- 
cations and  Finance 


JOHN  0.  DING ELL 

CHAIRMAN 

Committee  on  Energy 

and  Commerce 


5  "SEC  Is  Concerned  About  Hedge  Funds  and  Its  Limited 
Ability  to  Monitor  Them,"  Wall  Street  Journal.  March  7,  1994  at 
B-10A. 
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The   Honorable   Lloyd   Bentsen 

Secretary 

Department  of  the  Treasury 

1500  Pennsylvania  Avenue,  N.W. 

Washington,  D.C.   20220 

Dear  Secretary  Bentsen: 

Recent  press  reports  have  raised  new  concerns  regarding  the 
trading  activities  of  hedge  funds  and  the  ability  of  such  funds 
—  due  to  their  size  and  use  of  leverage  —  to  contribute  to 
volatile  movements  in  global  financial  markets.1   In  light  of 
these  reports,  we  are  writing  to  urge  prompt  issuance  by  the 
Department  of  the  Treasury  of  a  strong  large  position  reporting 
rule  to  allow  regulators  to  better  monitor  the  impact  of  trading 
by  such  funds  (as  well  as  other  large  traders)  in  the  Treasury 
securities  market.   In  addition,  we  request  that  you  inform  us  of 
the  current  status  of  several  other  currently  anticipated 
rulemaking  actions  by  Treasury  pursuant  to  the  authorities 
granted  by  the  Government  Securities  Act  Amendments  of  1993, 
Public  Law  103-202  (December  17,  1993).  .   . 

In  recent  years,  hedge  funds  have  played  an  increasingly 
important  role  in  global  financial  markets,  raising  concerns  on 
the  part  of  regulators  about  the  systemic  effect  of  their  trading 
activities.   For  example,  the  Department  of  the  Treasury, 
Securities  and  Exchange  Commission  (SEC  or  Commission) ,  and  Board 
of  Governors  of  the  Federal  Reserve  System  Joint  Report  on  the 
Government  Securities  Market  (January  1992)  concluded  that 
despite  the  fact  that  hedge  funds  were  now  playing  a  major  role 
in  the  government  securities  market,  regulators  "have  little 
access  to  information  about  these  entities  and  their  day-to-day 
activities  and  what  the  possible  implications  are  for  the 
government  securities  market."  The  Joint  Report  urged  adoption 
of  large  position  reporting  requirements  in  response  to  this 
situation. 


1  See  "Large  Hedge  Funds  See  Sudden  Reversal  of  Fortune," 
Wall  Street  Journal.  February  22,  1994  at  CI;  "Hedge  Funds  Lick 
Forex  Wounds,"  Financial  Times.  February  25,  1994  at  19;  "A  $600 
Million  Miscalculation,"  New  York  Times.  February  26,  1994  at  39; 
"Some  Hedge,"  Financial  Times.  March  1,  1994  at  17;  "Bets  on 
Foreign  Debt  Go  Bad  and  Punish  Big  Players  in  U.S.,"  Wall  Street 
Journal.  March  3,  1994  at  Al;  and,  "A  Quantum  Dive,"  The 
Economist.  March  5,  1994  at  83. 
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In  addition,  nearly  two  years  ago,  the  Subcommittee  on 
Telecommunications  and  Finance  wrote  to  the  Commission  to  express 
concerns  over  the  potential  for  hedge  funds  "to  engage  in 
activities  which  could  potentially  result  in  disruptions  in  our 
nation's  financial  markets."1  The  Commission  response  to  this 
inquiry  stated  that  "to  the  extent  that  additional  information 
about  the  trading  of  hedge  funds  is  necessary  to  understand  any 
systemic  effect  of  their  trading,  the  large  trader  reporting 
system  for  equity  securities,  and  the  proposed  large  position 
reporting  system  for  government  securities,  should  be  adequate."1 
He  are  presently  asking  the  Commission  to  report  on  whether  any 
additional  measures  are  needed  (see  enclosure) .  . 

He  are  contacting  you  because  the  Government  Securities  Act 
Amendments  provided,  inter  alia,  new  authority  to  the  Secretary 
of  Treasury  to  issue  rules  requiring  holders  of  large  positions 
in  Treasury  securities  to  report  those  positions  to  regulators 
for  market  surveillance  or  enforcement  purposes.   As  the  Energy 
and  Commerce  Committee  report  accompanying  the  bill  explained, 
"the  events  surrounding  the  Salomon  Brothers  revelations  have 
demonstrated  the  necessity  for  regulators  to  obtain  better  access 
to  information  regarding  market  developments  in  order  to  conduct 
market  surveillance  and  obtain  early  warning  of  potential  sources 
of  systemic  risk."4  The  Committee  report  further  noted  that: 

Large  position  reporting  would  also  be  useful  in 
assuring  that  regulators  can  monitor  the  positions  of 
major  market  participants  other  than  government 
securities  brokers  and  dealers  under  certain 
circumstances.   In  particular,  it  will  provide 
assurance  that  the  government  can  compel  disclosure  of 
position  information  when  necessary  from  all  large 


2  Letter  from  Edward  J.  Markey,  Chairman,  Subcommittee  on 
Telecommunications  and  Finance,  to  Richard  C.  Breeden,  Chairman, 
SEC  (March  18,  1992)  (inquiring  about  nature  and  adequacy  of 
current  regulatory  treatment  of  hedge  funds) . 

'  Letter  from  Richard  C.  Breeden,  Chairman,  SEC,  to  Edward 
J.  Markey,  Chairman,  Subcommittee  on  Telecommunications  and 
Finance  (June  12,  1992)  (transmitting  June  12,  1992  joint 
memorandum  by  the  Division  of  Market  Regulation  and  the  Division 
of  Investment  Management  on  "Hedge  Funds") . 

4  House  Committee  on  Energy  and  Commerce,  Report  to 
accompany  Government  Securities  Reform  Act  of  1993,  H.R.  Rep. 
103-55,  103rd  Congress,  1st  Sess.  (September  23,  1993)  (reporting 
H.R.  618)  ("House  Report")  at  24. 
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market  participants,  including  a  group  of  relatively 
unregulated  entities  called  'hedge  funds.'   Regulators 
report  that  these  investment  funds  have  recently  begun 
to  play  a  major  role  in  the  government  securities 
market'  and  that  they  have  'the  capacity  to  assume 
large  positions  in  Treasury  securities  because  of  their 
size,  capacity  for  leverage,  and  willingness  to  take 
substantial  risks  with  their  capital.'   The  Committee 
notes  that  the  sheer  size  of  the  positions  taken  by 
these  investment  funds,  and  their  largely  unregulated 
nature,  have  raised  serious  concerns  regarding  their 
ability  to  manipulate  the  market  for  government 
securities  without  detection.1 

Accordingly,  we  urge  you  to  move  forward  quickly  to  adopt  a 
large  trader  reporting  rule  that  can  be  used  for  market 
surveillance,  enforcement,  and  other  regulatory  purposes.   In  so 
doing,  we  must  emphasize  the  intent  of  Congress  that  any  such 
rules  be  appropriately  designed  to  assure  that  regulators  obtain 
information  needed  to  monitor  the  impact  in  the  Treasury 
securities  market  of  concentrations  of  positions  and  to  assist 
the  SEC  in  its  enforcement  of  the  antifraud  and  antimanipulation 
provisions  of  the  securities  laws.   We  therefore  expect  that  the 
reporting  thresholds  be  set  at  levels  sufficient  to  assure 
reporting  by  all  relevant  holders  of  large  positions. 

While  there  should  be  no  presumption  of  manipulative  intent 
merely  because  a  position  was  large  enough  to  be  reported,  we 
note  that  any  reporting  thresholds  adopted  by  Treasury  must  take 
into  account  the  potential  for  manipulation  or  control  of  the 
supply  or  price  of  securities,  or  the  cost  of  financing 
arrangements,  of  an  issue  or  the  portion  thereof  that  is 
available  for  trading.   Treasury's  rules  should  take  into  account 
market  conditions  which  may  allow  one  or  more  parties  to  control 
or  manipulate  the  price  or  supply  of  securities  under 
circumstances  in  which  the  actual  supply  of  securities  available 
for  trading  is  far  less  than  the  total  issue.6  Such  rules  must 
also  take  into  account  the  possibility  of  collusion  among  market 
participants.1 


5  House  Report  at  25-26. 

*  See  statement  of  Representative  Edward  J.  Markey, 
Congressional  Record  (November  22,  1993)  at  H10964. 

'  See  Joint  Statement  on  S.  422,  the  Government  Securities 
Act  Amendments,  Congressional  Record  (November  22,  1993)  at  S- 
17024-25. 
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Accordingly,  and  particularly  in  light  of  recent  events  in 
the  global  financial  markets,  we  request  that  you  report  on  what 
steps  Treasury  is  taking  to  move  forward  towards  adoption  of  a 
large  trader  rule,  when  a  proposed  rule  is  expected  to  be  issued, 
and  when  you  anticipate  that  a  final  rule  will  be  in  place.   In 
addition,  we  also  request  a  status  report  on  several  other 
regulatory  initiatives  that  had  been  stalled  pending 
reauthorization  of  Treasury's  rulemaking  authorities  under  the 
GSA,  including:   1)  adoption  of  risk  assessment  rules  pursuant  to 
the  Market  Reform  Act  of  1990  to  be  proposed  for  affiliates  of 
government  securities  brokers  and  dealers  registered  under 
Section  15C  of  the  Securities  Exchange  Act  of  1934,  2) 
modifications  to  be  proposed  to  Treasury  capital  rules  raising 
certain  minimum  requirements  and  requiring  notification  for  large 
capital  withdrawals;  3)  final  buy-in  rules  for  mortgage-backed 
securities;  and  4)  adoption  of  transaction  recordkeeping  rules 
necessary  to  support  Commission  efforts  to  reconstruct  trading 
for  enforcement  or  surveillance  purposes. 

We  further  understand  that  Treasury  may  be  considering  the 
need  for  adoption  of  new  rules  relating  to  the  practice  of 
primary  dealers  offering  certain  customers  guarantees  regarding 
the  amount  of  securities  that  they  would  receive  following  an 
auction.   We  request  that  you  report  on  whether  such  rules  may  be 
needed,  and  if  so,  what  form  they  should  take. 

Finally,  we  urge  you  to  move  forward  expeditiously  on  the 
study  mandated  in  Sec.  112(b)  of  the  Act  of  the  continuing  need 
for,  and  regulatory  and  financial  consequences  of,  maintaining  a 
separate  regulatory  system  for  certain  specified  government 
securities  brokers  and  dealers. 

Thank  you  for  your  assistance  and  cooperation  in  this 
matter.   Should  you  have  any  questions  about  our  request,  please 
have  your  staff  contact  Mr.  Jeffrey  S.  Duncan  of  the  Subcommittee 
staff  at  226-2424  or  Ms.  Consuela  Washington  of  the  Committee 
staff  at  225-3147. 


Sincerely, 


UuXxJL 


ffj.    MA^KEY/J 


EDWARD, 

CHAIRMAN 

Subcommittee  on 

Telecommunications  and  Finance 


f john'd:  dingell 

CHAIRMAN 

Committee  on  Energy  and 

Commerce 


^ 
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The  Honorable  Arthur  Levitt 

Chairman 

Securities  and  Exchange  Commission 

450  Fifth  Street,  N.W. 

Washington,  D.C.   2054  9 

Dear  Chairman  Levitt: 

Pursuant  to  Rules  X  and  XI  of  the  House  of  Representatives, 
and  its  ongoing  oversight  and  legislative  responsibilities 
relating  to  securities  and  exchanges,  the  Subcommittee  is  writing 
to  request  information  regarding  the  extent  to  which  the  use  of 
over-the-counter  (OTC)  options  and  associated  hedging  strategies 
may  be  contributing  to  the  recently  increased  levels  of 
volatility  in  our  nation's  securities  markets. 

While  recent  declines  in  the  stock  and  bond  markets  appear 
to  have  been  initially  triggered  by  the  market  reaction  to 
increases  in  long-term  interest  rates,  some  market  analysts 
suggest  that  the  nature  and  magnitude  of  these  recent  market 
movements  may  have  been  exacerbated  by  trading  activities  of 
speculative  hedge  funds  and  by  the  use  of  portfolio  put  options 
and  associated  dynamic  hedging  strategies  (see  "Speculators  Draw 
Blame  for  Plunge,"  Washington  Post.  April  5,  1994,  at  Al;  and 
"'Derivatives'  Trading  Scrutinized,"  Washington  Post.  April  6, 
1994,  at  Dl) .   As  you  know,  artificial  sources  of  volatility  were 
initially  addressed  by  this  Subcommittee  when  Congress  enacted 
the  Market  Reform  Act  of  1990,  which  led  to  the  New  York  Stock 
Exchange's  decision  to  permanently  adopt  the  program  trading 
circuit  breakers  contained  in  Rules  80A  and  SOB.   In  light  of 
recent  market  developments,  I  am  concerned  that  some  familiar 
sources  of  artifical  volatility  may  be  returning  to  the  markets. 

On  March  10,  1994,  Chairman  Dingell  and  I  wrote  to  the 
Commission  and  to  the  Secretary  of  the  Treasury  to  urge  adoption 
of  a  large  trader  and  large  position  reporting  rules  that  would 
enhance  the  ability  of  regulators  to  monitor  the  activities  of 
hedge  funds  in  the  equities  and  Treasury  bond  markets.   At  that 
time,  we  also  requested  the  Commission's  views  on  the  need  for 
additional  reporting  or  regulatory  requirements  to  be  imposed  on 
hedge  funds  in  order  to  protect  the  public  interest  in 
maintaining  fair  and  orderly  markets. 
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I  am  writing  you  today  because,  in  addition  to  assessing  the 
market  impact  of  hedge  funds,  the  Subcommittee  is  also  interested 
in  the  extent  to  which  market  participants  may  be  developing  and 
using  derivative  products  that  may  be  introducing  increased 
levels  of  volatility  into  the  markets.   According  to  the 
aforementioned  press  accounts,  some  of  the  more  commonly-used 
derivative  products  that  may  be  impacting  on  market  movements 
include  "portfolio  put  options"  that  give  investors  the  right  to 
sell  a  basket  of  stocks  at  a  fixed  price  at  some  point  in  the 
future  (and  thereby  profit  from  a  market  decline) ,  and  "a  call 
option  on  a  put  option"  which  allows  speculators  the  right  to  buy 
a  bet  against  a  basket  of  stocks. 

The  use  of  OTC  put  and  call  options  and  dynamic  hedging 
strategies  associated  with  such  derivative  products  has  been  of 
some  concern  to  the  Subcommittee  in  recent  years.   On  October  18, 
1990,  the  Subcommittee  wrote  the  Commission  to  request  an 
analysis  of  the  causes  of  the  October  13  and  16,  1989  "Mini- 
Crash."   In  response  to  this  request,  the  SEC  staff  prepared  a 
comprehensive  Trading  Analysis  of  October  13  and  16.  igng   which 
was  submitted  to  the  Subcommittee  in  May  1990.   This  trading 
analysis  reported  that  the  190  point  drop  in  the  Dow  Jones 
Industrial  Average  (DJIA)  that  occurred  in  the  afternoon  of 
October  13,  1989,  was  in  part  the  result  of  program  trading 
involving  "proprietary  sell  stock  programs"  that  were  aimed  at 
dynamically  hedging  market  risks  incurred  from  both  proprietary 
trading  in  exchange  listed  options  and  "providing  institutional 
customers  with  OTC  conventional  puts  for  stock  portfolios."   The 
SEC  staff  analysis  further  noted  that: 

These  OTC  puts  served  as  a  partial  substitute  for 
traditional  portfolio  insurance  strategies  that  have 
lost  some  of  their  popularity  with  institutions  since 
the  1987  market  break  and  had  the  effect  of 
transferring  some  down-side  market  risks  from 
institutions  to  the  broker  dealers.   These  broker- 
dealers  sought  to  sell  futures  and  stocks  on  the 
afternoon  of  October  13  in  order  to  adjust  their  hedges 
against  the  firms'  proprietary  market  risks. 

Similar  trading  practices  contributed,  albeit  to  a  lesser 
extent,  to  the  November  IS,  1991,  120-point  plunge  in  the  DJIA, 
which  was  the  subject  of  the  Subcommittee's  November  IS,  1991, 
and  January  13,  1992,  inquiries  to  the  Commission.   The  SEC 
staff's  December  31,  1991,  preliminary  response  to  the 
Subcommittee's  inquiries  regarding  the  November  1991  market  drop 
noted  that,  "in  some  of  our  preliminary  telephone  interviews  with 
traders,  it  was  discovered  that  some  firms  may  have  engaged  in 
dynamically  hedging  (in  options  and  futures)  risks  assumed  in  OTC 
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puts  negotiated  with  institutional  money  managers."   The  more 
comprehensive  response  set  forth  in  the  SEC  staff's  Trading 
Analysis  of  November  15.  1991  reported  that  in  interviews  with 
market  participants: 

[T]he  firms  indicated  that  many  traders  and  customers 
had  grown  concerned  that,  over  the  preceding  weeks  and 
months,  securities  prices  had  remained  at  high  levels 
that  ignored  the  deteriorating  economic  outlook.   As  a 
result,  some  firms  indicated  that  money  managers  for 
institutions  had  been  *  shopping  around'  for  prices  for 
over-the-counter  COTC)  equity  derivatives  immediately 
prior  to  the  November  15  decline  in  order  to  protect 
the  institutions'  year-to-date  gains  in  their  equity 
portfolios.   Other  firms  cited  indications  that,  during 
the  decline,  there  was  a  great  deal  of  'dynamic 
hedging'  in  the  markets  primarily  to  protect  derivative 
positions.   While  these  positions  were  reported  to  be 
mostly  in  options,  there  were  no  clear  indications  of 
the  extent  to  which  these  options  were  privately 
negotiated  (OTC)  products  or  standardized  options 
traded  on  exchanges  such  as  the  Chicago  Board  Options 
Exchange  CCBOE').   There  even  were  unsubstantiated 
rumors  that  some  large  financial  institutions  active  in 
OTC  equity  derivatives  were  at  financial  risk, 
indicating  that  dynamic  hedging  might  also  have  taken 
place  to  address  these  risks. 

However,  the  Trading  Analysis  also  reported  that  the  SEC 
staff's  detailed  trading  reconstruction  revealed  that  while  some 
dynamic  hedging  for  OTC  derivatives  occurred  on  November  15, 
1991,  "it  appears  that  the  relative  magnitude  of  this  type  of 
trading  waa  overstated  in  these  preliminary  telephone  calls." 
The  SEC  staff  found  that  "while  other  forms  of  dynamic  hedging 
for  equity  portfolios  were  found,  the  level  of  this  activity  that 
could  be  linked  directly  to  OTC  derivatives  was  relatively  small 
in  comparison  to  that  evidenced  during  the  market  decline  on 
October  13,  1989." 

In  order  to  better  understand  the  extent  to  which  OTC 
options  may  be  influencing  movements  in  the  stock  and  bond 
markets,  the  Subcommittee  requests  that  the  Commission  provide 
the  Subcommittee  with  an  analysis  of  the  role  which  such  options 
and  dynamic  hedging  strategies  have  played  in  recent  movements  in 
the  stock  and  bond  markets  and  the  extent  to  which  there  are 
parallels  or  differences  in  trading  strategies  employed  today 
from  those  identified  in  the  SEC  staff's  analysis  of  market 
volatility  in  1989  or  1991.   The  Subcommittee  further  requests 
that  such  analysis  specifically  address  the  following  questions: 
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1.  Please  describe  the  most  actively  used  OTC  put  and  call 
options  currently  being  utilized  by  broker-dealers  and  other 
institutional  traders,  how  such  derivative  products  are  used  to 
advance  the  trading  and  portfolio  management  strategies  of  market 
participants,  and  how  brokerage  firms  and  other  market 
participants  typically  hedge  the  risks  associated  with  such 
products . 

2.  How  widespread  is  the  use  of  negotiated  OTC  put  and  call 
options?   Please  identify  (if  necessary,  in  a  separate  nonpublic 
appendix  to  your  response) ,  the  10  market  participants  who  are 
currently  the  largest  users  of  OTC  puts  and  calls  and  the  10 
largest  writers  of  such  puts  and  calls. 

3 .  Previous  trading  analyses  by  the  Commission  have 
highlighted  the  impact  of  OTC  put  and  call  options  on  volatility 
in  the  stock  market.   To  what  extent  are  similar  derivative 
products  being  developed  and  used  in  the  bond  markets,  and  if 
such  products  are  being  developed  for  use  in  those  markets,  what 
impact  has  their  use  had  on  volatility  in  the  bond  markets? 

4.  Please  describe  how  the  SEC  staff  and  the  self- 
regulatory  organizations  monitor  activity  and  conducts  market 
surveillance  relating  to  the  use  of  OTC  options  and  associated 
hedging  strategies.   Given  the  fact  that  the  SEC  staff's  trading 
analyses  of  the  Oct.  13  and  16,  1989  market  declines  and  the 
November  15,  1991,  market  decline  linked  dynamic  hedging 
activities  of  put  option  writers  to  market  volatility,  what 
systems  and  procedures  has  the  Commission  put  in  place  to  monitor 
systemic  risks  caused  by  OTC  option  writing  and  hedging 
activities  related  to  such  products? 

5.  The  May  1990  SEC  staff  Trading  Analysis  of  October  13 
and  16.  1989  reports  that  the  use  of  portfolio  puts  "was  not 
employed  actively  until  1988,  and  that  the  dollar  amount  of 
portfolios  covered  by  this  strategy  substantially  increased  from 
the  end  of  1988  to  October  1989,"  when  the  aggregate  dollar 
amount  of  institutional  portfolios  protected  by  these  strategies 
was  approximately  $2  billion.   How  widespread  is  use  of  such 
products  today,  and  what  is  the  aggregate  dollar  amount  of 
institutional  portfolios  protected  by  such  strategies? 

6 .  The  aforementioned  press  reports  suggest  that  dynamic 
hedging  associated  with  OTC  puts,  much  like  the  use  of  "portfolio 
insurance"  during  the  October  1987  market  crash,  could  exacerbate 
market  swings.   What  is  the  Commission's  assessment  of  such 
concerns?   If  such  concerns  are  valid,  what  action  is  the 
Commission  taking  in  response?  Has  the  Commission  considered 
using  the  authorities  granted  to  by  Section  9(h)  of  the 
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Securities  Exchange  Act  (which  was  adopted  as  part  of  the  Market 
Reform  Act  of  1990)  to  limit  or  constrain  any  such  trading 
practices,  or  to  issue  a  concept  release  requesting  comment  on 
the  need  for  such  rules?   If  not,  why  not? 

7 .  Please  explain  how  current  net  capital  requirements 
treat  brokerage  loans  to  retail  and  institutional  customers.   How 
are  increases  in  market  risks  due  to  higher  volatility  factored 
into  these  capital  requirements?  To  what  extent  have  brokers, 
dealers,  and  other  financial  intermediaries  increased  their 
exposure  to  interest  and  price  risks  through  expanding  the  size 
of  their  proprietary  trading  books?   If  so,  how  has  the 
Commission  responded? 

8.  To  what  extent  is  the  Commission,  in  cooperation  with 
other  financial  regulators,  currently  capable  of  aggregating  the 
unhedged  short  and  long  positions  of  all  market  participants  in  a 
timely  fashion  and  making  use  of  such  information  to  monitor  the 
overall  systemic  stability  of  markets?  To  what  extent  is  such 
regulatory  information  used  to  determine  margin  requirements  and 
capital  adequacy  standards? 

9.  As  you  know,  the  Subcommittee  has  long  been  concerned 
about  increased  levels  of  market  volatility  associated  with  the 
expiration  of  certain  stock  index  derivative  products.   In  your 
September  17,  1993,  letter  responding  to  an  inquiry  on  this 
subject,  you  indicated  that  the  New  York  Stock  Exchange  and  the 
Chicago  Board  Options  Exchange  were  currently  "conducting  a  joint 
review"  of  some  specific  trading  strategies  associated  with  the 
expiration  of  June  18,  1993.   What  is  the  status  of  this  study 
and  when  can  the  Subcommittee  expect  to  receive  a  copy? 

Thank  you  for  your  assistance  and  cooperation  in  responding 
to  this  request.   I  would  appreciate  a  response  to  this  inquiry 
within  15  working  days,  or  no  later  than  close  of  business  day, 
April  27,  1994.   Should  you  have  any  questions  about  this 
request,  please  have  your  staff  contact  Mr.  Jeffrey  S.  Duncan  of 
the  Subcommittee  staff  at  226-2424. 


Sincerely, 


Sincerely 


Edward  J.  Markey 
Chairman 


*Markey    VI 
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UNITED  STATES 

SECURITIES  AND  EXCHANGE  COMMISSION 

WASHINGTON.  DC    20549 


April  7,  1994 


MCEIVfcU 
*   *PR -8    AH  ||:  21 


The  Honorable  John  D.  Dingell 

Chairman 

Committee  on  Energy  and  Commerce 

U.S.  House  of  Representatives 

Washington,  D.C.  20515 

The  Honorable  Edward  J.  Marlcey 

Chairman 

Subcommittee  on  Telecommunications  and  Finance 

U.S.  House  of  Representatives 

Washington,  D.C.  20515 


Re:      Hedge  Funds 


Dear  Chairmen  Dingell  and  Markey: 

panic  you  for  your  letter  dated  March  10,  1994,  regarding  the  trading  activities  of 
hedge  funds.  I  share  your  concerns  regarding  the  trading  activities  of  hedge  funds  and  the 
ability  of  such  funds  to  contribute  to  volatility  in  global  financial  markets.  For  this  reason  I 
agree  that  it  is  important  to  quickly  adopt  an  effective  Large  Trader  Reporting  System. 

I  have  enclosed  a  Memorandum  prepared  by  Brandon  Becker,  Director  of  the  Division 
of  Market  Regulation  and  Barry  Barbash,  Director  of  the  Division  of  Investment  Management 
which  I  trust  is  responsive  to  the  concerns  expressed  in  your  letter.  As  the  memorandum 
discusses,  the  staff  is  currently  conducting  a  review  of  the  management  and  trading  activity  of 
hedge  funds  to  determine  if  any  other  regulatory  response  is  appropriate  or  necessary.  Please 
contact  me  if  you  have  any  further  questions  or  comments. 


Sincerely, 

/*— 

Arthur  Levitt 
Chairman 
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MEMORANDUM 


TO:  Chairman  Levitt 


FROM:  Brandon  Becker,  Director  v 

Division  of  Market  Regulation 


Barry  P.  Barbash,  Director 
Division  of  Investment  Management 

RE:  Hedge  Funds 

DATE:  April  7,  1994 

This  memorandum  addresses  concerns  raised  in  the  letter,  dated  March  10,  1994, 
from  John  D.  Dingell,  Chairman  of  the  Committee  on  Energy  and  Commerce  and  Edward  J. 
Markey,  Chairman  of  the  Subcommittee  on  Telecommunications  and  Finance,  concerning 
the  Commission's  ability  to  monitor  the  effect  of  hedge  fund  trading  activity.  1/  The 
Congressmen  urged  the  Commission  to  move  quickly  to  adopt  a  large  trader  reporting  rule. 
They  also  requested  an  analysis  of  whether  changes  to  the  proposed  rule  would  adversely 
affect  the  Commission's  ability  to  monitor  the  trading  activities  of  hedge  funds.   Finally,  the 
Commission  was  asked  to  analyze  whether  the  requirements  currently  imposed  on  registered 
investment  companies  and  investment  advisers  should  be  extended  to  cover  hedge  funds,  or 
if  other  measures  are  necessary  to  monitor  the  activities  of  hedge  funds. 

Large  Trader  Reporting  System 

The  Large  Trader  Reporting  System,  as  reproposed,  would  be  a  tool  for  monitoring 
trading  activity  of  all  large  traders,  including  hedge  funds.  2!   The  Division  of  Market 
Regulation  is  looking  forward  to  constructive  comments  from  interested  market  participants. 
The  objective  is  to  promptly  review  the  comments  with  a  view  toward  developing  a  cost- 
effective  system  that  accomplishes  the  objectives  of  the  Market  Reform  Act  of  1990  and 
balances  the  need  to  create  an  effective  reconstruction  tool  against  the  competing  need  to 
minimize  costs  and  burdens.  .  ' 

The  Large  Trader  Reporting  System  would  be  very  useful  in  addressing  issue* 
concerning  hedge  funds  in  two  respects.    First,  through  Form  13H,  the  Commission  would 
gather  information  about  the  organizational  structure,  principal  owners,  and  persons  that 
actually  effect  the  trading  activity  of  a  hedge  fund.   Form  13H  also  would  provide  the 
Commission  with  information  on  the  broker-dealers  and  accounts  through  which  hedge  funds 
effect  transactions  in  securities.    Second,  the  trade  reporting  aspect  of  the  system  would 
enable  the  Commission  to  obtain  actual  trade  data.    This  trade  data  would  be  gathered 


1/        The  term  "hedge  fund"  is  not  defined  or  used  in  the  federal  securities  laws  and  has 
no  precise  legal  definition. 

2/  The  system  was  reproposed  on  February  17,  1994  and  the  period  for  submitting 
comments  will  expire  on  April  18,  1994.  Securities  Exchange  Act  Release  No. 
33608,  International  Series  Release  No.  635,  59  FR  7917  (February  17,  1994). 
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electronically  and,  therefore,  would  facilitate  more  efficient  and  comprehensive  analysis  of 
hedge  fund  trading  activity. 

As  Chairmen  Dingell  and  Mar  key  point  out,  the  Market  Reform  Act  of  1990  was 
intended  to  enable  the  Commission  to  react  to  market  crises  as  well  as  facilitate  the 
proactive  analysis  of  the  potential  for  a  market  crisis  or  the  need  to  establish  new  regulatory 
mechanisms.   While  the  enhanced  efficiency  of  the  system  would  speed  the  analysis  of 
significant  market  events,  the  Division  of  Market  Regulation  believes  that  the  proactive  use 
of  the  system  would  be  beneficial  for  obtaining  information  about  hedge  funds  and 
evaluating  the  effect  of  their  trading  on  the  securities  markets. 

It  should  be  noted  that  the  Large  Trader  Reporting  System  is  an  activity-based 
system,  which  only  would  apply  to  those  persons  that  effect  transactions  through  accounts 
carried  by  a  registered  broker  or  dealer  and  in  securities  listed  on  an  exchange  or  quoted  on 
the  NASDAQ  National  Market  System.   The  Division  of  Market  Regulation  has  reason  to 
believe  that  many  hedge  funds  would  be  large  traders  under  the  reproposed  rule  and,  as  a 
group,  may  be  one  of  the  most  numerous  type  of  persons  that  would  be  large  traders. 

The  manner  in  which  the  reproposed  system  would  work  is  conceptually  simple. 
Briefly,  a  person  that  falls  within  the  definition  of  a  large  trader  would  file  Form  13H  with 
the  Commission.    Upon  receipt  of  Form  13H,  the  Commission  would  assign  a  large  trader 
identification  number  ("LTID"V  to  the  large  trader  and  input  the  information  to  a  database. 
After  receiving  a  LTID,  large  traders  would  contact  their  broker-dealers  and  inform  them  of 
their  number  and  all  accounts  to  which  it  applies.   The  broker-dealers  carrying  the  large 
trader's  accounts  would  maintain  records  of  the  trades  for  the  account.    Thereafter,  the  large 
trader  only  would  be  required  to  file  an  updated  Form  13H  annually. 

The  trade  reporting  aspect  of  the  system  would  be  used  in  the  event  that  the 
Commission  instructs  the  Division  of  Market  Regulation  to  conduct  a  study  of  trading 
activity  or  orders  the  Division  of  Enforcement  to  conduct  an  investigation.   In  either 
context,  the  user  of  the  system  would  identify  the  appropriate  market  segments,  persons,  and 
securities  to  review  or  investigate  and  would  prepare  a  specific  request  to  broker-dealers,  for 
specific  trade  information.   The  broker-dealers  that  receive  a  request  for  trade  information 
and  carry  large  trader  accounts  would  transmit  the  requested  trade  information  through  the 
electronic  bluc.ieet  system  maintained  and  operated  by.  the  Securities  Industry  Automation 
Corporation  ("SIAC")  under  contract  with  the  members  of  the  Intermarket  Surveillance 
Group  ("ISC). 

Commission  staff  would  sort  and  analyze  the  trade  data  through  on-line  systems 
through  which  the  general  statistics  or  specific  data  needed  to  perform  a  given  study  or 
invesugation  could  be  extracted.    If  necessary,  the  staff  could  request  additional  trade  data 
or  contact  persons  designated  by  large  traders  for  clarification  of  specific  trading  activity. 

The  reproposed  rule  would  increase  the  identifying  and  reporting  activity  levels. 
These  thresholds  were  increased  in  response  to  suggestions  by  commentators  and  a  $2 
million  fair  market  value  requirement  was  added  to  the  identifying  share  volume  threshold  in 
order  to  minimize  the  rule's  effect  on  those  persons  that  effect  transactions  in  lower  priced 
securities.    The  repropoiing  release  also  solicits  comment  on  expanding  the  categories  of 
persons  that  would  be  exempt  from  the  requirements  of  the  reproposed  rule. 

The  Division  of  Market  Regulation  does  not  believe  that  these  changes  will  adversely 
affect  its  ability  to  monitor  the  trading  activity  of  hedge  funds.   We  believe  that  most  hedge 
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funds  execute  transactions  that  would  exceed  the  increased  thresholds  or  would  constitute 
program  trading,  an  activity  that  qualifies  a  person  as  a  large  trader  regardless  of  the  share 
volume  or  fair  market  value  of  transactions  effected,  y 

Similarly,  many  broker-dealers  may  choose  to  report  all  transactions  of  large  traders, 
as  permitted  under  the  reproposed  rule,  due  to  the  complexity  and  cost  of  only  reporting 
trades  that  exceed  the  reporting  activity  level.    In  addition,  the  reporting  activity  level  does 
not  apply  to  the  components  of  a  program  trade;  instead,  each  transaction  that  is  part  of  a 
program  is  required  to  be  reported  regardless  of  share  quantity  or  fair  market  value. 
Finally,  the  comments  solicited  regarding  additional  exemptions  only  seek  to  minimize  the 
impact  of  the  rule  on  natural  persons  that  infrequently  trade  large  amounts  of  securities. 
Hedge  fund  activity  would  not  fall  within  this  intended  purpose. 

The  Division  of  Market  Regulation  currently  does  not  have  the  empirical  data  that  is 
necessary  to  verify  that  the  reproposed  identifying  and  reporting  activity  levels  would  not 
exclude  some  hedge  funds  or  their  activity.    Once  the  Large  Trader  Reporting  System  has 
been  implemented,  these  thresholds  would  be  evaluated  with  respect  to  all  large  trader 
activity,  including  hedge  funds. 

Reproposed  Form  13H  also  has  been  significantly  redesigned  and  simplified.    Many 
of  the  changes  to  the  Form  would  not  affect  hedge  funds.    However,  Schedule  4b,  which  is 
designed  to  capture  information  about  partnerships,  has  been  modified  and  only  would 
require  the  listing  of  information  about  those  partners  and  limited  partners  that  own  more 
than  a  10%  financial  interest  in  the  accounts  of  a  large  trader  partnership.   The  Division  of 
Market  Regulation  believes  that  this  modification,  which  would  be  consistent  with  the 
objective  of  establishing  a  cost-efficient  system  for  gathering  information  about  the  persons 
that  actually  effect  large  trading  activuy,  would  not  materially  affect  the  Commission's 
ability  to  monitor  the  trading  activity  of  hedge  funds. 

In  conclusion,  the  Division  of  Market  Regulation  continues  to  believe  that  a  cost- 
effective  Large  Trader  Reporting  System  would  be  a  valuable  tool  and  would  benefit  the 
Commission's  oversight  and  enforcement  programs.    The  changes  to  the  proposed  rule 
would  not  materially  affect  the  usefulness  of  the  system.   The  Division  of  Market  Regulation 
is  committed  to  the  prompt  review  of  comments  on  the  reproposal  and  developing  a  cost- 
effective  system  that  accomplishes  the  objectives  of  the  Market  Reform  Act  and  reasonably 
balances  the  effectiveness  of  the  system  against  its  costs  and  burdens. 


if  The  term  "program  trading,"  as  defined  in  the  reproposed  rule,  is  consistent  with  the 
New  York  Stock  Exchange's  current  definition.  Sjx  New  York  Stock  Exchange  Rule 
80A(e),  NYSE  Guide  (CCH)  12080A. 
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Regulation  under  the  Investment  Company  Act  and  the  Investment  Advisers  Act 

The  Division  of  Investment  Management  believes  that  regulation  of  hedge  funds 
under  the  Investment  Company  Act  or  the  Investment  Advisers  Act  is  not  warranted.    Hedge 
funds  generally  fall  within  the  definition  of  investment  company  in  section  3(a)  of  the 
Investment  Company  Act.   Most  hedge  funds,  however,  rely  on  the  'private"  investment 
company  exception  in  section  3(c)(1)  of  that  Act.   Section  3(c)(1)  excludes  from  regulation 
any  company  that  has  no  more  than  100  beneficial  owners  and  does  not  publicly  offer  its 
securities.   This  section  is  used  by  a  variety  of  issuers,  ranging  from  small  groups  of 
investors,  such  as  "investment  clubs,"  to  venture  capital  funds  that  provide  capital  to  small 
businesses. 

The  Investment  Company  Act  seeks  to  address  the  unique  risks  associated  with 
pooled  investment  vehicles.    Investors  in  private  hedge  funds  typically  are  institutions  and 
wealthy  individuals  that  are  in  a  position  to  appreciate  and  assume  the  risks  associated  with 
excluded  investment  pools.    Although  hedge  funds  may  present  certain  market  risks,  these 
vehicles  generally  have  not  been  associated  with  traditional  investor  protection  issues. 

As  with  other  private  funds,  investors  in  private  hedge  funds  may  sustain  losses 
commensurate  with  higher  investment  risks.    Abuses  by  hedge  fund  sponsors  also  are 
possible.    Section  3(c)(1)  is  not  intended  to  address  issues  such  as  whether  investors 
understand  the  investment  risks  associated  with  private  pools  or  the  potential  for 
impropriety.  4/   Rather,  Section  3(c)(1)  seeks  to  ensure  the  private  nature  of  the  fund  so  that 
federal  regulation  is  not  justified.   Consistent  with  this  approach,  hedge  funds  with  no  more 
than  100  investors  that  privately  place  their  securities  are  deemed  not  to  implicate  sufficient 
investor  protection  concerns  to  warrant  regulation  under  the  Investment  Company  Act. 

In  addition,  the  Division  of  Investment  Management  believes  drafting  a  provision  to 
preclude  hedge  funds  from  relying  on  section  3(c)(1)  would  be  exceedingly  difficult.    Such  a 
provision  would  run  the  risk  that  other  private  vehicles  that  appear  not  to  raise  market 
concerns,  including. private  venture  capital  funds  and  structured  financings,  inadvertently 
would  be  subject  to  regulation  under  the  Investment  Company  Act.  5/   Precluding  hedge 
funds  from  relying  on  section  3(c)(1)  also  would  be  conceptually  at  odds  with  the  purpose  of 
the  Investment  Company  Act.    The  Act  generally  addresses  structural  protections,  such  as 
prohibitions  against  overreaching  by  insiders,  and  not  an  investment  company's  effects  on 
markets.    For  these  reasons,  the  Division  of  Investment  Management  believes  issues 
concerning  hedge  funds  would  be  best  addressed  through  rules  under  the  Securities    • 
Exchange  Act,  such  as  the  Commission's  proposed  large  trader  reporting  system  discussed 
above. 


4/         The  anti fraud  provisions  of  the  Securities  Act  and  the  Securities  Exchange  Act  apply 
to  the  sale  of  a  private  fund's  securities,  whether  or  not  the  fund  is  registered. 

J/         For  example,  a  provision  based  on  qualitative  standards,  such  as  investment  strategies 
or  leverage,  could  cause  non-hedge  fund  issuers  to  modify  artificially  their  portfolio 
management  to  continue  to  be  able  to  rely  on  section  3(c)(1).   A  provision  based  on 
quantitative  standards,  such  as  asset  size,  could  force  non-hedge  fund  issuers  to  reject 
or  limit  investment  contributions.   The  Division  of  Investment  Management  believes 
either  approach  would  bring  undesirable  complexity  to  section  3(c)(1). 
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The  manager  of  a  hedge  fund  may  fall  within  the  definition  of  investment  adviser  in 
section  202(a)(l  1 )  of  the  Investment  Advisers  Act.   Some  hedge  fund  managers  register 
under  the  Advisers  Act.  £/   Other  managers  rely  on  the  exemption  from  registration  in 
section  203(b)(3),  which  may  be  used  by  any  adviser  who  during  the  preceding  12  months 
has  had  fewer  than  IS  clients  and  who  does  not  hold  itself  out  generally  to  the  public  as  an 
investment  adviser.  21 

Advisers  that  rely  on  section  203(b)(3)  remain  subject  to  the  antifraud  provisions  of 
section  206  of  the  Advisers  Act.    Further,  both  registered  and  unregistered  advisers  that 
have  custody  or  control  of  client  assets  are  required  to  comply  with  rule  206(4 )-2,  which  is 
designed  to  ensure  the  safety  of  client  property. 

Requiring  hedge  fund  managers  to  Register  as  investment  advisers  would  not  seem  to 
be  an  appropriate  method  to  monitor  hedge  fund  activity.   Like  section  3(c)(1)  of  the 
Investment  Company  Act,  section  203(b)(3)  evidences  a  Congressional  determination  that 
clients  of  a  smaller  adviser  do  not  need  the  substantive  protections  of  the  Advisers  Act. 
These  clients  are  in  a  position  to  protect  their  own  interests,  either  because  of  their  size  or 
their  relationship  with  the  adviser. 

Need  for  Further  Regulation 

Although  recent  press  reports  highlight  many  areas  for  review  in  connection  with  the 
activities  of  certain  hedge  funds  in  a  variety  of  markets,  including  U.S.  securities  markets, 
the  Divisions  have  no  basis  at  this  time  to  recommend  additional  legislation  or  regulation. 
Instead,  we  intend  to  move  ahead  with  the  Large  Trader  Reporting  System,  work  with  the 
Department  of  the  Treasury  on  the  implementation  of  the  large  position  reporting  system  for 
recently  issued  and  to  be  issued  Treasury  securities,  8/  and  review  the  activities  of  hedge 
funds  in  the  U.S.  securities  markets. 


6/        Hedge  fund  managers  required  to  register  at  the  state  level  also  may  register  wider 
the  Advisers  Act.    Registered  hedge  fund  managers  typically  rely  on  rule  205*3  under 
the  Advisers  Act,  which  enables  them  to  charge  certain  performance-based  fees  so 
long  as  their  clients  meet  objective  standards  of  sophistication.  17  CFR  §  275 .205-3. 

1/        Under  rule  203(b)(3)- 1 ,  a  general  partner  may  count  a  limited  partnership,  rather 
than  each  limited  partner,  as  a  single  'client,"  if  the  general  partner  provides 
investment  advice  to  the  partnership  based  on  the  partnership's  investment  objectives. 

8/        The  Government  Securities  Act  Amendments  of  1993  authorize  the  Department  of  the 
Treasury  to  prescribe  rules  to  require  persons  holding,  maintaining,  or  controlling 
large  positions  in  to-be-issued  or  recently  issued  Treasury  securities  to  file  reports 
regarding  such  positions.    §££  Section  15C(f)  of  the  Securities  Exchange  Act  of 
1934,  15  U.S.C.  §  780-5(0-   The  reports  filed  are  to  be  those  that  Treasury 
determines  are  necessary  and  appropriate  to  monitor  the  impact  in  the  Treasury 
securities  market  of  concentrations  of  positions  in  Treasury  securities  and  to  assist  the 
Commission  in  the  enforcement  of  the  Exchange  Act. 
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DEPARTMENT  OF  THE  TREASURY 

WASHINGTON 

April    12,    1994 

UNDER  SECRETARY 


The  Honorable  John  D.  Dingell 

Chairman 

Committee  on  Energy  and  Commerce 

U.S.  House  of  Representatives 

Washington,  D.C.  20515-6119 


h€C!£i 

/Lb 

% 

APR  13 

AM  9  59 

ii.S. 

•t'SWTMIVES 

Dear  Chairman  Dingell: 

I  am  pleased  to  respond  to  your  letter  of  March  10  to  Secretary 
Bentsen  inquiring  about  the  status  of  the  Treasury's  use  of  its 
recently  granted  rulemaking  authority  for  large  position 
reporting  and  other  government  securities  market  regulatory 
initiatives. 

As  you  know,  the  Treasury  actively  supported  the  large  position 
reporting  provision  during  the  legislative  process  and  is 
committed  to  implementation  of  rules  that  make  sense  from  both  a 
regulatory  and  market  efficiency  perspective.   The  principal 
purpose  of  large  position  reports  is  to  enable  the  Treasury  and 
regulators  to  understand  better  the  possible  reasons  for  apparent 
significant  price  distortions  in  particular  Treasury  securities — 
information  that  policymakers  could  use  to  determine  what 
actions,  if  any,  are  appropriate.   In  addition,  large  position 
reporting  and  related  recordkeeping  requirements  could  facilitate 
and  reduce  the  costs  of  investigations  concerning  unusual 
developments  in  the  government  securities  market. 

However,  large  position  recordkeeping  and  reporting  requirements 
should  not  be  viewed  as  addressing  the  broad  concerns  that  some 
have  expressed  about  recent  volatility  in  global  financial 
markets  or  the  role  of  hedge  funds  in  contributing  to  this 
volatility.   The  authority  is  useful  in  developing  information 
about  pricing  anomalies  with  respect  to  particular  Treasury 
securities,  but  not  about  the  causes  of  volatility  in  fixed-, 
income  markets  generally.   The  Treasury's  large  position 
rulemaking  authority  is  limited  to  Treasury  securities  for  which 
issuance  has  been  announced  or  which  have  been  recently  issued. 
Moreover,  the  statute  requires  that  the  minimum  size  of  large 
positions  subject  to  the  reporting  rules  "be  no  less  than  the 
size  that  provides  the  potential  for  manipulation  or  control  of 
the  supply  or  price,  or  the  cost  of  financing  arrangements,  of  an 
issue  or  the  portion  thereof  that  is  available  for  trading." 
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Large  position  rulemaking  is  both  an  important  and  complex  task. 
The  Treasury  takes  seriously  its  obligation,  from  both  the 
statute  and  its  public  debt  management  responsibilities,  to  take 
into  account  any  impact  such  rules  may  have  on  the  efficiency  and 
liquidity  of  the  market  for  Treasury  securities  and  hence  on  the 
government's  financing  costs.   In  addition,  we  have  begun 
studying  the  complex  conceptual  and  technical  issues  involved, 
which,  for  example,  include  such  issues  as  the  specific  meaning 
of  "holding,  maintaining,  or  controlling  large  positions"  and 
appropriate  aggregation  rules. 

In  order  to  address  these  issues  and  others,  Treasury  staff 
expects  to  meet  with  the  staffs  of  other  regulatory  agencies  this 
month.   We  also  plan  to  issue  an  advance  notice  of  proposed 
rulemaking  this  summer  in  order  to  solicit  input  and  assistance 
for  this  project. 

I  am  pleased  to  report  that  we  have  made  considerable  progress  on 
the  four  other  regulatory  initiatives  you  asked  about  in  your 
letter.   The  final  buy-in  rules  for  mortgage-backed  securities 
were  published  in  the  Federal  Register  on  February  28  and  will  be 
effective  April  29.   The  proposed  rules  on  increased  minimum 
capital  requirements  and  notice  of  capital  withdrawals  are 
scheduled  for  release  in  April.   Risk  assessment  rules  for 
affiliates  of  government  securities  brokers  and  dealers 
registered  under  Section  15C  of  the  Securities  Exchange  Act  of 
1934  should  be  published  in  proposed  form  this  summer.   Finally, 
after  consultation  with  Securities  and  Exchange  Commission  staff, 
we  believe  that  an  interpretation  of  the  existing  recordkeeping 
rules  may  be  necessary  to  clarify  their  application  to  Treasury 
auctions  and  the  issuance  of  government  securities  by  Government- 
sponsored  enterprises.   Such  an  interpretation  will  ensure  that 
appropriate  records  will  be  available  to  the  SEC  under  the  new 
transaction  reporting  provisions.   Our  staff  continues  to  work 
with  the  staffs  of  the  SEC  and  the  bank  regulators  to  ensure  the 
smooth  implementation  of  this  statutory  provision. 

Regarding  your  inquiry  about  primary  dealers  offering  certain 
guarantees  to  customers  with  respect  to  auction  purchases,  we 
have  concerns  that  in  certain  cases  a  binding  agreement  of  a 
dealer  to  sell  a  particular  amount  of  a  Treasury  security  at  the 
average  auction  price  (or  other  agreed-upon  price)  to  a  customer 
could  be  used  to  circumvent  the  35  percent  rule.   However,  we  are 
not  aware  of  any  case  where  such  a  guarantee  resulted  in 
circumvention  of  the  35  percent  maximum  award  limitation.   The 
Treasury  is  currently  studying  this  issue,  and  we  would  be 
pleased  to  keep  your  staff  informed  about  our  conclusions. 
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The  Treasury  is  actively  working  on  a  variety  of  other  government 
securities  market  regulatory  issues,  many  of  which  arose  during 
the  past  two  years.   With  respect  to  the  study  concerning 
government  securities  dealers  and  brokers  registered  under 
Section  15C  of  the  Securities  Exchange  Act,  we  intend  to  complete 
it  no  later  than  its  statutory  due  date  of  June  17,  1995. 

The  general  concerns  you  raise  in  your  letter  concerning  market 
volatility  are  matters  that  the  Working  Group  on  Financial 
Markets  is  currently  studying.   He  are  very  pleased  with  how  the 
Working  Group  has  functioned,  particularly  with  respect  to 
sharing  information  and  ideas  among  the  agencies  involved. 

Finally,  we  appreciate  the  work  you  and  your  committee  performed 
in  obtaining  passage  of  the  Government  Securities  Act  Amendments 
of  1993  and  your  continuing  interest  in  important  government 
security  market  regulatory  issues. 

Sincerely, 


f    0  n  i 


Frank  N.  Newman 

Under  Secretary  for  Domestic  Finance 
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U.S.    NEWS    &   WORLD   REPORT,    April    18,    1994,    Page    72 


I  WALL  STREET 


Giving  hedge  funds 
the  third  degree 

Congress  wants  to  look  at  the  role  of  the  highly 
leveraged  funds  in  the  recent  downturn 


It  seems  that  every  big  market  down- 
turn has  its  putative  villains,  and  this 
time  around  hedge  funds  are  getting 
the  rap.  These  highly  leveraged  and 
largely  unregulated  investment  partner- 
ships for  the  A'ery  rich  are  suspected  of 
having  multiplied  the  tumult  that  has 
gripped  global  financial  markets  for  the 
past  two  months,  culminating  in  the  U.S. 
bond  market's  recent  implosion. 

Hedge  funds  hold  about  $75  billion  in 
funds,  a  pittance  compared 
with  the  more  than  $2  trillion  in 
mutual  funds.  But  these  high- 
octane  investment  pools  bor- 
row freely,  letting  them  control 
far  larger  sums.  On  top  of  this 
penchant  for  leverage,  they 
tend  to  concentrate  their  bets 
in  a  few  markets,  giving  them 
tremendous  power.  And  when 
they  enter  or  exit  as  a  herd, 
which  they  often  seem  to  do,  hedge 
funds  can  trample  other  investors. 

The  secrecy  surrounding  the  most  cel- 
ebrated hedge  funds  may  soon  be  lifted  a 
bit.  The  House  Banking  Committee  is 
scheduled  to  hold  hearings  April  13  on 
'he  funds'  use  of  derivatives -futures, 
options  and  other  financial  instruments 
derived  from  underlying  investments  like 
stocks,  bonds  and  currencies  — and  the 
role  this  combustible  combination  may 
have  played  in  producing  the  recent  mar- 
ket turmoil.  "Hedge  funds  deserve  extra 
scrutiny,"  says  committee  chairman 
Henry  Gonzalez  of  Texas,  because  they 
may  be  destabilizing  financial  markets. 

Afl-stv  cast.  Getting  more  informa- 
tion from  hedge  funds  is  in  the  "national 
interest."  Securities  and  Exchange  Com- 
mission Chairman  Arthur  Levitt  told  the 
New  York  Financial  Writers  Association 
last  week,  tipping  his  hand  on  his  testi- 
mony when  he  appears  before  Gonzal- 
ez's committee  along  with  other  regula- 
tors, including  Federal  Reserve  Board 
Chairman  Alan  Greenspan.  Legendary 
money  manager  George  Soros,  who  runs 
the  S10  billion  Quantum  Group  of  hedge 
funds,  is  also  set  to  testify. 

Provided  they  have  fewer  than  100  U.S. 


I  "Hill 


investors,  hedge  funds  cur- 
rently are  exempt  from  the 
registration   requirements 
imposed  on  ordinary  mutual 
funds  by  the  provisions  of 
the  Investment  Company  Act  of 
1940.  It  is  assumed  that  anyone 
wealthy  enough  to  qualify  for  a 
hedge    fund   understands   the 
risks  involved.  No  hedge  fund 
will  look  at  you  unless  you 
have       at       least 
$500,000  to  invest, 
and      the      best- 
known  funds  won't 
take  anything  be- 
low $10  million. 

Last   year   was 
spectacular  for  the 
roughly  800  hedge 
funds,    up    from 
only  200  two  years 
ago.  Many  of  the  best-known 
funds,    such    as    Steinhardt 
Management  Corp.  and  Tiger 
Management  Corp .  garnered  re- 
turns well  in  excess  of  50  percent. 
And  hedge  fund  managers  like  Mi- 
chael Steinhardt  and  Tiger's  Julian 
Robertson,  who  generally  eam   in- 
centive fees  of  around  20  percent  on 
the  gains  ihev  produce  on  top  of  a  1 
percent  management  fee.  pulled  down 
some  of  the  biggest  paychecks  ever  seen 
in  the  world  of  business  and  finance. 
But   no  one   topped  George   Soros, 
whose  Quantum  Group  registered  a  73 
percent  return  The  Hungarian-bom  in- 
vestment strategist,  already  a  billion- 
aire, reportedly  received  $625  million  in 
fees  besides  what  he  made  on  his  own 
investment  slake. 

This  year,  however,  the  funds  have 
taken  some  staggering  hits.  Big  plays  on 
the  direction  of  the  dollar  and  on  inter- 
est rates  have  been  far  off  the  mark, 
producing  billions  of  dollars  in  aggre- 
gate losses  as  the  funds  dumped  then 
vast  leveraged  holdings.  On  Valentine's 
Day,  Quantum  lost  $600  million  just  on 
a  wrong-headed  hunch  that  the  Japa- 
nese yen  would  fall  against  the  dollar. 
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Traders  estimate  thai  Steinhardt  Man- 
agement s  $5  billion  portfolio  at  year- 
end  1993  is  off  by  as  much  as  25  per- 
cent, due  mainly  to  losses  on  highly 
leveraged  foreign  bond  positions. 

To  be  sure,  most  investors  who  have 
had  money  in  hedge  funds  for  the  past 
few  years  remain  ahead.  Recent  losses 
pale  beside  historic  gains.  For  example. 
Quantum  made  $1  billion  in  a  few  days 
during  1992's  European  currency  crisis, 
when  the  British  pound  was  devalued. 

But  there  has  already  been  one  out- 
right casualty,  and  some  suspect  other 
hedge  fund  operations 
may  currently  be  in  the 
emergency  ward.  Askin 
Capital  Group,  with  S600 
million  under  manage- 
ment, has  filed  for  bank- 
ruptcy. The  firm,  which 
ran  three  funds  specializ- 
ing in  complex  mortgage- 
backed  securities,  was  liq- 
uidated when  it  didn't 
repay  margin  loans  be- 
cause its  holdings  had 
plunged  when  U.S.  inter- 
est rates  soared. 

Despite  hedge  funds' 
recent  notoriety,  some  ex- 
pens  believe  the  funds  are 
being  made  scapegoats  for 
what  is  a  much  more  wide- 
spread dilemma.  More 
and  more  money  is  being 
concentrated  in  fewer  and 
fewer  hands,  and  that's 
the  real  problem.''  de- 
clares Stanley  Jonas,  head 
of  FIMA/Societe  Gener- 
ale,  the  New  York-based 
derivatives  trading  subsid- 
iary of  the  big  French 
bank. 

Baaks,  too.  The  most 
leveraged  players  of  all." 
in  his  view,  have  been  the 
commercial  and  invest- 
ment banks.  In  addition  to  managing 
their  own  leveraged  fixed- income  port- 
folios, some  big  names  like  J.  P.  Morgan, 
holding  company  for  Morgan  Guaranty 
Bank,  and  Goldman  Sachs,  the  most 
profitable  investment  house  on  Wall 
Street,  have  been  attracted  by  the  huge 
potential  returns  and  the  large  incentive 
fees,  and  have  started  their  own  in- 
house  versions  of  hedge  funds.  Other 
aggressive  users  of  leverage  who  may 
have  contributed  to  the  bond  market's 
recent  sell-off  include  some  fixed-in- 
come mutual  funds  as  well  as  corporate 
treasurers  increasingly  employing  deriv- 
atives to  maximize  the  returns  on  their 
companies'  cash  accounts. 

Moreover,  while  hedge  funds  and  oth- 
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George  Soros.  He'll  gel  a 
grilling  this  week. 


Michael  StefahartL  Oh, 
those  foreign  bonds. 


er  leveraged  players  may  have  worsened 
the  fall  in  bond  prices  here  and  abroad, 
the  recent  sharp  rise  in  interest  rates  was 
finally  a  matter  of  fundamentals.  The 
Federal  Reserve  Board's  decision  on 
February  4  to  raise  short-term  interest 
rates  for  the  first  time  in  five  years  was 
obviously  a  catalyst.  Although  far  less 
noted,  the  collapse  of  the  U.S.-Japan 
trade  talks  a  week  later  jolted  the  mar- 
kets, by  some  accounts,  more  than  the 
Fed  action  had.  The  yen  rose  against  the 
dollar  -  causing  the  losses  at  Quantum  - 
because  traders  assumed  the  United 
States  wanted  to  keep 
pressure  on  Japan  by  mak- 
ing its  exports  more  expen- 
sive. Retaliating  against 
the  Clinton  administra- 
tion's hard-nosed  stance, 
Japanese  pension  funds 
and  insurance  companies 
are  said  to  have  sold  mas- 
sive amounts  of  U.S. 
bonds. 

"The  Japanese,  aware 
that  the  president's  eco- 
nomic strategy  was  predi- 
cated on  low  interest  rates, 
dumped  bonds  to  push 
rates  higher,"  declares 
William  Gross,  managing 
director  of  Pacific  Invest- 
ment Management  Co..  a 
mutual  fund  firm.  The  rise 
in  U.S.  interest  rates 
spilled  over  into  foreign 
markets  — to  the  conster- 
nation of  the  hedge  funds. 
which  expected  rates  in 
Europe,  especially,  to 
keep  falling.  The  funds 
dumped  European  bonds. 
causing  the  fixed-income 
prices  there  to  plunge  even 
more  than  here. 

Efforts  to  pry  more  in 
formation  out  of  hedac 
funds  might  drive  more  nl 
them  offshore,  where  Quantum  alre.iJ\ 
does  business.  The  New  York-hjvcd 
group  doesn't  solicit  money  from  I  S 
investors  and  is  therefore  exempt  Irum 
government  scrutiny.  But  hedge  lund 
manager  Ezra  Zask  thinks  there >  muh 
ing  wrong  with  finding  out  how  ihc  biu 
funds  operate.  "Their  use  of  le\er.ici 
especially  bears  looking  into."  says  ifu 
head  of  Connecticut-based  Ezra  /.j^k 
Associates.  "If  noone  need  fear  ihem  j* 
they  claim,  they  should  be  more  ihjn 
willing  to  provide  such  information       ■ 

ByJack  Egan 
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